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BEFORE THE
SURFACE TRANSPORTATION BOARD

RATE REGULATION REFORMS ) Docket No. EP 715

REBUTTAL SUBMISSION OF WESTERN COAL TRAFFIC LEAGUE,
CONCERNED CAPTIVE COAL SHIPPERS, AMERICAN PUBLIC POWER
ASSOCIATION, EDISON ELECTRIC INSTITUTE, NATIONAL RURAL
ELECTRIC COOPERATIVE ASSOCIATION, WESTERN FUELS
ASSOCIATION, INC., AND BASIN ELECTRIC POWER COOPERATIVE, INC.

In response to the Surface Transportation Board’s (“STB" or “*Board™)
decision scrved in this proceeding on July 25, 2012 (“July 2012 Decision™), the Western
Coal Traffic League, Concerned Captive Coal Shippers, American Public Power
Association, Edison Electric Institute, National Rural Electric Cooperative Association,

Western Fuels Association, Inc., and Basin Electric Power Cooperative, Inc. (collectuively

“Coal Shippers™) present the following rebuital submission.

SUMMARY
The purpose of this proceeding is to “improve ways (o protect captive rail
shippers from unreasonable raies.”’ The partics in the best position to know what ways
will improve captive shipper protections are captive shippers. Coal Shippers urge the

Board to listen to the concerns raised by captive shippers in this proceeding and to take

I'STB News Release No. 12-13 at | (July 25, 2012)



remedial actions that truly will improve ways to protccl captive shippers from
unreasonable rail rates.?

Cross-Over Traffic Limitations

The Board should not adopt its proposals to limit the usc of cross-over
traffic in Full-SAC cascs. If adoptced, the proposals would gut the SAC test and make it
difficuly, if not impossible. for most (if not all) shippers to obtain any relicf in Full-SAC
cases. Thus, Full-SAC would end up in the same regulatory graveyard where the Board's
other “constraints™ on large case rail pricing — revenue adequacy, management elficiency,
and phasing — now reside.

The Railroads claim that shippers concerns arc overstated: all shippers
nced to do, according to the Railroads, is to expand or contract their stand-alone
railroads’ footprints and traffic groups However, the forced expansion of traffic groups
would nccessarily result in stand-alone railroads (“SARR™) that arc so massivce that they

would rephcate virtually all of the defendant railroads’ networks. The associated

2 Reply submissions (“Reply”) were liled in this case by Coal Shippers and
Amcrican Chemistry Council, ef al, (*Chemical Shippers™); Chlorine Insutute (*“Chlorine
Shippers”); National Grain and Feed Association (*Grain Shippers™); Alliance for Rail
Compcution, er al.(“ARC"); and Consumers United for Rail Equity (“CURE®). Railroad
parties filing Replies were: BNSF Railway (“BNSF”); Union Pacific Railroad Company
(*“UP™); the Association of American Railroads (“AAR”); Norfolk Southcrn Railway
Company (“NS"), CSX Transportation, Inc. (“CSXT") (collectively BNSF, UP, AAR,
NS, and CSXT shall be referred 1o as the “Railroads™) A reply submission was also filed
by Samue! J. Nasca for and on behalf of United Transportation Union — New York State
Legislative Board ("UTU-NY™). Opecning (“Op.”) submissions were tendered by all
partics submitiing Reply submussions, except for UTU-NY and CURE. Scveral other
partics liled Opening submissions but did not submit Reply submissions, including the
United States Department of Agriculture ("USDA™).
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modeling cost, cxpensc, and complications would render SAC obsolete. Similarly.
reducing the scope of SARRs would deny shippers the benefits of scale, scope and
density cnjoyed by incumbents, and result in sky-high maximum SAC ratcs that also
would render SAC obsolete

Morcover, the Board’s rationale for its cross-over trafTic limitation
proposals is flawed. The Board predicates its proposals on an asserted “disconnect”
between revenues allocated under the Board’s Average Total Cost (“ATC") mecthod on
cross-over traflic and the actual costs being incurred by the SARR and the residual
incumbent to handlc this traffic. However, there is no “disconnecct” because ATC is
predicated on allocating the defendant carrier’s revenuces on cross-over traffic based on
the variable costs incurred by the real-world defendant carrier ~ not the SARR —1n
transporting this traffic.

UP argucs that the real “disconnect™ doces not involve the SARR’s costs,
but instead is an asserted “disconnect™ between the revenues allocated under Modilied
ATC and the defendant carrier’s real-world variable costs in providing service over the
on-SARR and off-SARR routes  ATC variable costs arc calculated using the Board's
Uniform Rail Costing System (“URCS™) Phase Il proccdures, so UP’s argument is really
an unsupported collateral attack on the Board’s use of URCS Phasc 11 costs in ATC.

Coal Shippers demonstrated in their Opening submission that the URCS
Phase 111 procedures were not producing any “disconnects,” as they reflected the use of
systcm-average unit costs for loading, linc-haul service and unloading in a consistent

manner. No Railroad introduced any cvidence 1o the contrary.

-3-



Finally, Coal Shippers emphasized that even if any “disconnect™ did exist,
the “disconncct” could be handled by making adjusuments to the URCS Phase 111
program. Signilicantly, UP, BNSF, CSXT, and NS agrec. Thus, there simply is no
reason to impose the draconian sanction of limiting the use of cross-over trafTic.

Alternative ATC

The Board should not adopt its proposal to replace Modified ATC with
Altemmative ATC. Modified ATC is superior to Alternative ATC because Modilied ATC,
unlike Alternative ATC, properly takes into account economies of density, and produccs
logical and reasonablc results when applied 1o low, medium and high rated traffic
movements.

As Coal Shippers noted in their Reply submission, the Railroads offered
only epid support for Alternative ATC. AAR prefers Original ATC, UP prefers Efficient
Component Pricing (“I2CP”), and NS/CXST preler using SARR costs. Each of these
methods has been rejected — with good reason — by the Board in past decisions.

On reply, the Railroads gencrally argue that if the Board does not adopt
their preferred revenue allocation procedures, the Board should adopt Alternative ATC
However, in making this argument, the Railroads have no answers (o Coal Shippers’
demonstration that application of Alternative ATC produces illogical results that
arbitrarity favor low-density lines over high-density hines in the revenue allocation
process.

For example, Coal Shippers demonstrated that on some low/medium rated

traffic moves (where the through movement R/VC ratio was greater than one),
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Alternative ATC would allocate all movement contribution to the low-densily scgment
whereas Modified ATC would fairly allocate the contribution between the involved
scgments. The Railroads offer no explanation why all contribution should be allocated to
the low-density segment, as it is under Alternative ATC, rather than shared between the
two segments, as it 1s under Modificd ATC.

As a sccond cxample, Coal Shippers demonstrated that on high-rated
movements, Alternauve ATC allocates a disproportionate share of movement profil (i.e ,
revenue above ATC) to the low-density segment, making the low-density secgment appear
more profitable than the lower cost high-density segment, a result that violates all known
principles of scale cconomics The Railroads only responsive argument 1s that no
railroad movement is prolitable until the railroad reaches system-wide revenue adequacy.
This is an absurd assertion, and simply demonstrates that the Railroads have no credible
defensc of Alternative ATC.

Coal Shippers also have shown that Modified ATC could be improved if
the formula recognized that high-density lines have higher total fixed costs than low-
density lincs. To accomplish this objective, Coal Shippers have proposcd Corrected
Modificd ATC.

AAR, BNSF and UP arguc that Coal Shippers have it wrong. They claim
that the fixed costs per ton are the same on high-density and low-density segments, The
Board has gonc back and forth on this issue, initially holding that high-density scgments

have higher total fixed costs and then concluding otherwise.



However, when the Board changed course it did not have beforc it the
evidence tendered by Coal Shippers in this procceding. For example, as Coal Shippers
emphasized in their Opening submission, the Board's decision in Otter Tail® provides a
simple example demonstrating that high-density SARR segments have substantially
higher [ixcd costs than lower density SARR segments.

Similarly, the Board now has before it specific evidence demonstrating that
while fixed costs do not vary with volume, this fact does not take away from the fact that
most investments and expenses arc made for specific things {e.g , a bridge) or personnel
(e g, crews) and most of these costs are associated with a particular location on a
railroad, with high-density segments having more investments, and expenses, and
therefore greater fixed costs.

Coal Shippers also tendered two other alternatives that are supcerior to
Alternative ATC: Three Step ATC and Variable Cost Allocation. The Railroads present
no credible evidence demonstrating that either of these two alternatives is not superior Lo
Alternative ATC.

Simplified-SAC and Three-Benchmark Cascs

Coal Shippers request that the Board to remove all relief caps on
Simplificd-SAC and Three-Benchmark Cases; allow 10-year rate preseriptions in these
cascs; and not adopt its proposal requiring shippers to submit detailed road property

mvestment (“RPI™) calculations in Simplified-SAC cases. These requests are supponed

3 Otter Tal Power Co v BNSF Ry., NOR 42127 (STB scrved Jan. 27, 2006)
(“Otter Tail™).
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by all shippers in this procceding, as well as USDA. Their adoption is nccessary if these
mcthodologics are to provide any meaningful rate relief to any shipper who chooses to
invoke them.

Interest

Coal Shippers support the Board's proposal Lo use the prime rate to set
interest on reparation awards. This 1s the measure of interest that the Federal Energy
Regulatory Commission (“FERC™) uses, and no party to this procceding has advanced
any credible rationale for the Board not to follow FERC’s practice. Coal Shippers
cmphasize that interest on reparations will be a mool point for most coal shippers il the

Board adopts its Fuli-SAC proposals.”

ARGUMENT
L.

THE BOARD SHOULD NOT ADOPT ITS PROPOSED
LIMITATIONS ON CROSS-OVER TRAFFIC

In its 2006 decision in Major Issues,’ the Board characterized its historic
support for cross-over IrafTic as “reasonable and intelligibly explained,” and insisted that
it would not “make an about-facc” and “prohibit the usc of cross-over traffic™:

The Board’s reasons for permitling cross-over traffic were sct

forth in Xcel at 13-17, and have been affirmed as reasonable
and intclligibly explaincd, BNSF Ry v. STB, 453 F.3d at

' The Board also has failed 10 comply with the Regulatory Flexibility Act of 1980
("RFA™), 5 U.S.C. §§ 601-612.

5 Major Issues in Rail Rate Cases, EP 657 (Sub-No. 1) (STB served Oct. 30,
2006), aff"d sub nom. BNSF Ry. v. STB, 526 F.3d 770 (D.C. Cir. 2008) ("Major Issues™).
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482. We will not now make an about-face and prohibit the
use of cross-over iraffic . . . 8

Six years later, however, the Board is proposing to reverse coursc entirely
because of the supposed failure of URCS 1o properly calculate the variable cost
component ol Modified ATC.” The Board’s proposed limitations should not be adopted
because, as Coal Shippers demonsirated in their Opening and Reply submissions, they are
“improper, unpreccdented, and massively overbroad™ limitations that “strike| ] at the heart
ol the SAC test™ and would “gut a shipper’s grouping rights ™ Coal Shippers Op. at 2,
12.%

A.  The Railroads’ Claims that the Proposed Cross-Over Traffic
Limitations Would Not Harm Shippers are Wrong

The Railroads arguce in their reply filings that the Boards proposed cross-
over traffic limitations would not harm shippers.” Their arguments are unavailing. The

adoption of the Board’s proposed limitations would require shippers cither to construct

S 1d., slip op. at 36 (emphasis addcd).
7 See July 2012 Decision, slip op. at 16-17.

¥ Contrary to the suggestions 1n the Railroads’ reply filings, adoption of the
Board's proposed cross-over traffic limitations would constitute an impermissible barrier
to entry See Rebuttal Verified Statement of Thomas D. Crowley and Danicl L. Fapp
("Crowley/Fapp Reb. V8™) at 31 (under the definition used by Prolessors Baumol,
Panzar, and Willig, an entry barrier can be manifesiced as a cost or as a restriction to a
production technique); see aiso Coal Rate Guidelines, Nationwide, 1 1.C.C.2d 520, 529
(1985), aff"d sub nom Consol. Rail Corp v. United States, 812 F.2d 1444 (3d Cir. 1987)
("Coal Rate Guidelines) (insisting that the costs “and other limitations™ associated with
entry and exit barriers must be omitted from the SAC analysis).

? See, e.g., AAR Reply at 6; BNSF Reply at 15; UP Reply at 4-5.
-8-



extraordinarily large and unwicldy SARR systems or 1o forego categorics of traffic that
are available to incumbent carricrs.

The Railroads’ illogical response, reduced to its essence, is that the Board’s
proposcd limitations will not harm shippers becausc shippers will be able to choose
between two different alternatives, either onc of which would gut the SAC test. On the
one hand, the Railroads arguc that the Board's proposed traffic limitations would not
require a complainant to forego any traffic for its SARR because the complainant always
could elcct to expand its sysiem to scrve the origin and/or the destination of a given
movement.'®

On the other hand, when confronted with the fact that the Board’s proposcd
limitauons would require shippers to construct prohibitively large and complex SARR
systems capable of serving the origin and/or desuination of desirable traffic, the Railroads

arguc that shippers can avoid that problem simply by declining to include that tralTic in

their SARR models. !

0 See, e.g , AAR Reply at 6 (“{The Board’s proposals do not require shippers to
forgo any traffic in the SAC analysis [because] if shippers want to include a given non-
1ssue movement in the analysis, [they] would simply be required to includc cither the
origin or the destination of the movement 10 morc accurately reflect the costs of the
movement in the analysis ”); BNSIF Reply at 15 (“Nothing in the limitations proposed by
the Board on the usc of cross-over trafTic prohibits a complainant from including any
tralTic it wants on a SARR.™); UP Reply at 4 (*Neither proposal restricts the volume of
trafllic that would be available to the SARR.™); «d. at 5 n.4 (“Under the Board’s proposals,
a SARR’s traffic group could still include all the same non-issue traftic that it could
include today ... ™).

' See, e.g., AAR Reply at 7 (| T]he Board’s proposals would not require that
complainants add substantial portions of the defendant’s network to their SARRs

.9.



Obviously, the railroads cannot legitimately claim an absence of harm to
shippers by virtue of the fact that shippers can sclect between two dilTerent adverse
options, cither of which would elfectively gut the SAC test. Forcing shippers to build
SARRs that provide origin and/or destination service to all members of the traffic group
would result in a “cascading analysis that could result cventually in a complainant having
to replicate almost all of the |defendant carrier’s| system.”'? The required modeling

13

would “become so complicated as 1o rnisk being intractable™ * and would “deny captive

shippers meaningful access to the rate review provided for under [the Coal Rate]

Guidelines.”™ "

Likewise. forcing shippers 10 exclude cross-over traffic from their SARRs
would deny shippers their right to group traffic in order to capture the “economies of
scale, scope and density that the defendant carrier enjoys over the routes replicated.”"
Thus too would gut the SAC test because “[w]ithout grouping, SAC would not be a very

useful test.”™'

|becausc) the Board’s proposals would merely limit the inclusion of cross-over traffic . . .
!:)

'2 pub. Serv. Co. of Colo d/bla Xeel Energy v Burlington N & Santa Fe Ry., 7
S.T1B 589, 602 (2004) (“Xeel™).

13 1.

" W. Fuels Ass'n, Inc. v. BNSF Ry . NOR 42088, slip op. at 11 (STB scrved Sept.
10, 2007) (“WFA 2007").

13 Xcel, 7S T.B a1 601.
16 Coal Rate Guidelines, 1 1.C.C.2d at 544.
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Both of these SAC-busting options also constitute impermissible barriers to
entry. Forcing shippers to build massive SARRSs denies shippers a common production
technique uscd by railroads: the choice of relying on other carriers Lo originate or
terminate traffic. See Crowley/Fapp Reb. VS at 30-35. Similarly, himiting a shipper’s
grouping rights (because 1t 1s too expensive and complicated to model origin-to-
destination SARRSs) denics shippers another basic production technique used by railroads:
reducing costs through economies ol scale, scope and density. 1d."

B. Nothing in the Railroads’ Reply Filings Provides
Any Support for the Board’s Proposed Limitations

As Coal Shippers demonstrated in their Opening and Reply submissions,
the Board bascs ils proposcd cross-over traffic limitations on two flawed claims: first,
the Board claims that there is a disconnect between the “hypothetical cost™ of a SARR’s
overhead service and the “1evenue allocated™ for service; and second, the Board claims
that it has no “"mcans of correcting or mimimizing the bias that is created by the
disconnect™ absent a new rule precluding shippers’ inclusion of such tralTic in their
SARR systems. See.July 2012 Decision, slip op. a1 16 Significantly, neither claim is
correct, and nothing the Railroads filed on Opening or Reply provides any support for the

Board’s two {lawed premises.

"7 UP argucs that barricrs to entry exist only if the SARR is forced Lo incur costs
that the defendant carricr did not incur. See UP Reply at 5. Crowley/Fapp demonstraic
that this definition is too narrow. /d., Reb. VS at 30-32. SAC is bascd on conteslable
markel theory, and under that theory, ~an entry barricr can be manifesicd as a cosl or as
restriction io a production technique.” /d.. Reb. VS al 31.



1. The Board’s Perceived “Disconnect™ Does Not Exist

The Board claims that there is a disconnect between: (a) “the hypothetical
cost of providing service | for carload and multi-carload cross-over] movements over the
scegmenis replicated by the SARR™; and (b) “the revenue allocated 1o those facilitics.”™
July 2012 Decision, slip op at 16-17 (emphasis added), see also id at 16 (“‘the ‘cost’ to
the SARR of handling this trailic would be very low™).

As Coal Shippers explained in their Opening submission, the Board’s
cvaluation is wrong because — by its own dircctive — divisions on cross-over (raffic must
be calculated on the basis of the incumbent carrier’s actual costs and operations, not the
“hypothctical” costs incurred by the SARR.'® Given these prior Board directives
requiring partics to calculate ATC divisions solely on the basts of the incumbent 's actual
costs, the Board’s suggcestion of an ATC disconnect related to the SARR’s “hypothetical
costs’ represents a4 major. uncxplained, and unjustified departure from the Board’s
cstablished approach See Coal Shippers Op. at 25.

Both BNSF and UP attempt to prove that some sori of relevant

“disconnect™ exists, but neither carricr provides a credible explanation:

* See, e.g., Coal Shippers Op. at 24-25 (citing AEP Texas N. Co. v. BNSF Ry.,
NOR 41191 (Sub-No. 1), slip op. at 13 (STB served Scpt. 10, 2007) (“AEP Texas™)
("I'T]he purpose of ATC 1s Lo determine the defendant carrier's relative costs for the
various linc segments . ... |Tlhe ATC revenue allocation we use here properly focuscs
on determining the relative costs Lo the defendant carrier of handling thc movement on
cach part of its sysiem.”™) (cmphasis added)); see also Major Issues, slip op. at 35 (“the
ATC method . . 1s keyed Lo the defendant carrier’s relative costs of providing scrvice™)
(cmphasis added)
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° UP argucs that Coal Shippers have “mischaracterized” the Board's
analysis because, according to UP, the disconnect the Board is concerned about is the
disconnect between the revenucs allocated to the SARR and the real-world costs incurred
by the defendant carrier in providing the service over the routes replicated by the SARR.
UP claims that the disconnect occurs because the revenue “allocations are not accurately
reflecting the costs of services™ the defendant carrier is providing in the real world:

Coal Shippers also appear to mischaracterize the Board’s
concern as involving the relation between the SARR's
operating costs and the allocation of the incumbent’s revenue
to the SARR. .. UP understands the Board's concern to be
thal its revenue allocation method is, in certain circumstances,
allocating more revenue 1o the lacilitics that arc being
replicated by the SARR than is warranted because the
allocations are not accurately reflecting the costs of the
services the incumbent is providing on the portions of its
route being replicated by the SARR. and the costs of the
services the incumbent 1s providing on the portions of its
route that arc not being replicated by the SARR."

Coal Shippers have not “mischaracterized the Board's concern.” Instead,
Coal Shippers submit that UP has not read the Board's July 2012 Decision correctly.
That decision very clearly states that the Board’s concern was the “disconnect between
the hypothetical cost of providing service to these movements replicated by the SARR
and the revenuc allocated to those facihtics. 2

Morcover. cven if the asserted disconnect involves the real world carrier’s

costs, UP offers no explanation, and offers no cxpert testimony, rebutting the expert

" up Reply at 6 n.6 (cmphasis added).
2 1d at 16.
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showing Coal Shippers made in their Opcning submission that the Board’s usc of Phasc
[T URCS variable costs does not result in the sysicmatic overstatement or understalement
of variublc cosls, or revenuc allocations based on thosc variable costs, under the ATC
methodology.

® BNSF argues that a disconnect exists in cases where the residual
incumbent originates carload 1raffic; the traffic is interchanged with the SARR; and then

returned to the residual incumbent. The disconnect occurs, BNSFF asserts, on this “hook-

and-haul” traffic because ATC assigns costs to the SARR (and rcvenues to cover those

costs) that the SARR does not incur:

Complainants typically assume that the SARR will
operate as a “hook-and-haul™ railroad and therelore will not
incur costs associaled with gathering carload tralfic for
placement on trains, switching carload trafTic in yards, train
asscmbly and disassembly, and dclivery of cars 1o their final
destination, among others costs incurred by the incumbent
railroad to provide carload service. While the SARR avoids
these costs for carload traffic, ATC allocates revenues as il
the SARR did incur these costs and MMM assigns
responsibility for stand-alone costs among shippers on the

SARR, including carload shippers, as if the SARR incurred
these costs 2!

BNSF’s argument is wrong First. it mistakenly assumes that the SARR’s
cosls arc relevant in the revenuc allocation process Sccond, BNSF's asscrtions
concerning ATC cost allocation arc incorrect. In its hook-and-haul scrvice example,
URCS allocaics origin and destination terminal costs to the residual incumbent (assuming

it is providing these services) and ATC allocates revenucs based on these costs. See

2| BNSF Reply at 16
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Crowley/TFapp Reb VS at 25.2 Third, in some instances, URCS may allocate nter- and
intratrain (“1&1") switching costs to the SARR, which cosis the SARR may nol incur, but
Crowley/Fapp demonstrated in their Opening statement that the impact of these costs on
the variable cost allocation between the SARR and the residual incumbent is minimal,
and BNSF offers no evidence to the contrary in its Reply.?

° BNSF argues that Coal Shippers’ demonstration that I&I switching
costs are not significant in the hook-and-haul traffic revenue allocation process “is beside
the point.*?' A disconncct occurs, according to BNSF, “becausc costs associated with
carload traffic that are avoided by the SARR arc not limited to URCS system-average 1&I1
switching costs."?® However, as Crowley/Fapp cxplain, this demonstration is cxacltly the
point:

Any perceived disconnect cannot relate Lo differences

between how the SARR and the incumbent operate since their

operations are cssentially the same. Where the incumbent

provides overhead service, the SARR provides overhead

scrvice on the sclected traflic as well. Moreover, onc of the

largest efficiency factors that drives the difference between

costs lor trainload and non-trainload trafTic is inlerchange

costs.[] But, under the STB’s ATC approach, interchange

costs between the incumbent and the SARR are removed

from the ATC calculation so any interchange related
cificiencics are climinated The remaining primary differcnce

22 Coal Shippers also demonstrated in their Opening Submission that the terminal
switching costs URCS assigns (o carload trafTic are morc than 4.5 times greater than the
terminal switching cosis assigned to unit train trafTic, a fact that BNSF docs not dispute.
See Crowley/Fapp Reb. VS at 25.

3 See Crowley/Fapp Reb. VS at 25.
24 BNSF Reply at 18.
B 1d.
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beiween trainload and non-trainload costs comes back to 1&1

related switching costs. which we showed 1n our OVS has no

real impacl.

Crowley/FFapp Reb VS at 26.

] Finally, BNSF argues that a disconnect cxists because “the
incumbent’s costs for the portion of the service replicated by the SARR are not accurately
determined by using system-average URCS costs for the enure movement.”® Like the
UP, BNSF offers no demonstration, or expert testimony, o support its counsel’s claims
that URCS costs arc not producing “accurate™ determinaiions. However, BNSF appears
to be interested in making movement-specific “adjustments™ to URCS costs,” so the
asserled “disconnect” appears (o be simply the “disconnect™ that exists in any case where,
as here, the Board has directed that syslem average costs not be adjusted to reflect

movement-specific characteristics. See Crowley/Fapp Reb. VS at 25-26.%

2. The Railroads’ Filings Undercut the Board’s
“No Means of Correcting or Minimizing” Claim

Even if some form of “disconnect™ did cxist, the Board does not, as it

proposes. lack any means of “correcting or minimizing the bias created by the

26 BINSF Reply at 17
2 1.

28 Coal Shippers note that the Railroads submitted no cxpert testimony in their
Opening submissions. Only the AAR submitted expert testimony on Reply. a short
verificd statement tendered by Michacl Baranowski (“*Baranowski Reply VS™). Mr.
Baranowski’s Reply Verified Statement devoles only one page to the subject of cross-
over traflic limitations, and his testimony is limited 1o a conceptual discussion of cross-
over trafTic that neither acknowledges nor attempts to rebut Crowley/Fupp’s
demonstration, sct forth in their Opening Venified Statement, that there was no
“disconnect” using URCS Phasc I1] variable costs in the ATC revenue allocation
mecthodology.
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disconnect” other than limiling the usc of certain forms of cross-over traffic.?® This
conclusion is flatly at odds with the Board’s prior statements in its June 20!/ AEPCO
decision.”® The Railroads’ Opening and Reply submissions also fail to provide any
Justification for the Board’s *no mcans of correcting or minimizing” claim. To the
contrary, the Railroads’ submissions actually undermine the Board’s claims becausc the
Railroads concede that the Board could address any perceived “disconnects™ through
adjustments to URCS.
a. The Board’s June 2011 AEPCO Decision

The most glaring omission in the Board’s discussion ol cross-over traffic in
the July 2012 Decision is the Board's complete silence regarding its June 27, 2011
decision in AEPCO In that prior decision, the Board explaincd that it was “concerned™
with how the partics developed variable costs for carload and multi-car scrvice, and the
Board instructed the parties to submit revised Maximum Markup Mcthodology
(*MMM") evidence 10 address the “improper cosling of the trallic group discussed” in
the decision:

To develop the variable costs used to calculate the

R/VC ratio for the movements in the traffic group, the partics

usc URCS 1o apply the detendant carrier’s unadjusted system-

average variable costs to each movement. [Major [ssues, slip

op al47-48.] In the proceeding before us, the Board is

concerned with how the parties have developed the variable

cosis for the traffic movements on the SARR submitted by
AEPCO. Here, most of AEPCO’s traffic group moves in

2 See July 2012 Decision, slip op at 16.

0 See Ariz Elec. Power Coop., Inc. v. BNSF Ry. & Umon Pac. R.R., NOR 42113
(“AEPCO™) (STB scrved June 27, 2011) (“June 2011 AEPCO™).
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trainload service, but most of the variable costs calculaied for
that group are costed assuming it is moved in carload and
multi-car service. The defendants’ evidence leatures this
mismatch as well. In addition, defendants calculated costs
bascd on system averages they developed for the SARR, as
opposed to the defendants’ own system averages. However,
this approach is inconsisient with Major Issues, which stated
that the Board would usc defendants’ own costs for this
purpose. Id. As a resuli, neither the complainant nor the
defendants have provided an MMM calculation that we can
usc 1o reach a final result. In both cases, improper cosling
affects the R/VC ratios and works its way into the MMM,
affecting the final rate prescription.

Accordingly, AEPCO 1s mstructed to subnut revised
variable costs calculations, reflecting actual operating
characteristics of the movements on the SARR, for the traffic
group submutted on rebuttal, by July t1, 2011. Defendants
may reply to AEPCO’s evidence by 14 days aller its
submussion AEPCO may submit a rebuttal by 7 days alter
the defendants’ reply. Alternauvely. the partics may submit
joint evidence in accordance with the direction provided in
this decision. The parties’ submissions should be limited to
the improper costing of the traffic group discussed in this
decision.

June 2011 AEPCO, slip op. at 2 (emphasis added).

There is a profound and uncxplained difference betwecen the Board's June
2011 AEPCO dccision and its July 2012 Decision in this proceeding. In its June 2011
AEPCO dccision, the Board never suggested that it lacks any “means of correcting or
minimizing the bias™” associated with the Board’s standard costing system. Instead, the
June 2011 AEPCO decision identified a perceived problem in the Board's SAC
methodology and directed the parties to the case to submit modifications to their existing
cvidence. While the modification that the Board addressed in June 2011 AEPCO

pertained to cost calculations in the MMM process (rather than in the revenue divisions
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process), the Board's expressed “concern” relates to the same carload-versus-trainload
“mismatch™ or “disconncet” i1ssuc that the Board identifies in the instant proceeding with
respect 10 ATC divisions.
b. The July 2012 Decision 1gnores AEPCO

Despite the similarity of the cross-over traffic issues, the Board’s July 2012
Decision makes no reierence whatsocver to the June 2011 AEPCO decision. Instead, the
Board observes without explanation that it lacks any means of “correcting or minimizing
the bias that is created by the disconnect™ other than limiting shippers® use of cross-over
traflic. See July 2012 Decision, slip op. a1 16. Coal Shippers respect{ully submit that the
Board’s failurc 10 address its own prior decision raiscs serious questions regarding the
merits of the Board’s conclusion that it lacks any option other than precluding access to
cross-over traffic. I the Board had provided some insight into its perceived inability to
rectify its “disconnect™ or had oftered some explanation of why it believes that the
approach it relicd upon in June 2011 AEPCO would not be appropriate, Coal Shippers
could have addressed that reasoning in their submissions in this casc. The Board’s failurc
lo provide any explanation for its conclusion has scvercly limited discussion dircctly
responsive to whatever the Board’s focus may be, particularly since all indications arc
that the Board docs indeed have the means to correct or minimize any perccived bias

c. The Railroads Contradict the Board’s Claim
Even beyond this deficiency in the July 2012 Decision, however, the

Railroads’ filings in this case go one step further and affirmatively conrradict the basis
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for the Board’s claim that 1t can only “correct] ] or minimiz|c]” the bias associated with
the disconncct by restricting the use of cross-over trafTic.

CSXT and NS confirm in their Reply evidence that the Board is wrong to
claim that it lacks any means to “correct| | or minimiz[e]” the effect of the supposed
disconnect. Specifically, the easlern carriers explain that “[s]everal shipper commenters
and CSXT/NS appear Lo be in general agreement that cross-over traffic could be allowed
without additional limits, if revenuc allocations between the SARR and the residual
incumbent were done properly.” CSXT/NS Reply at 21 (emphasis in original).

Similarly, BNSF explained in its Opening submission that “|ijt might be
possible to correct some of the distortion arising (rom the use of carload trafTic as cross-
over (raffic by adjusting the variablc cost calculations used in the revenue allocation and
MMM calculations.” BNSF Op. at 12. BNSF addcd that in thc AEPCO casc, BNSF and
its co-defendant, UP, “proposed such an approach.”™' BNSF goes on to state that 1t
would be “'simpler” and more “dircct” to disallow the usc of carload cross-over traflic,
but it is evident that BNSF’s submission contradicis the Board’s claim that it is not

possible 10 address the “disconnect” directly. >

' Id at 12-13 (citing Defendants’ July 19, 2011 Response to AEPCO’s Revised
Variable Cost Calculations, STB Docket No. 42113)

32 1d. UP’s Reply submission also at least implicitly undercuts the validity of the
Board's “no mecans of corrccling or minimizing™ claim. While UP never directly
addresscs the question of whether the Board is correct in claiming that it lacks any
alternative solution other than limiting cross-over traffic, UP nevertheless attempts to
divert the 1ssuc to a discussion of whether the Board must modify URCS, rather than
cvaluating whether the Board was correct in claiming that it lacks any means of
climinating the perceived disconncct. See UP Reply at §.
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Thus, cach of the four major railroads has cither explicitly or implicitly
undercut the Board’s supposition that there is no way for the Board to correct or
minimize the supposed disconncet other than banning certain forms of cross-over tralTic

C. UP is Wrong to Claim that the Focus of
SAC Cases on Core Facilitics is lllusory

In their Opening submission, Coal Shippers quoted the Board's Xcel
decision in support of the proposition that “[p]ermitting |the shipper] to use cross-over
tralTic in its SAC prescentation . . . keeps the SAC analysis properly focuscd on the core
inquiry — whether the defendant railroad is earning adequale revenues on the portion of
its rail system that serves the complaining shipper.” Coal Shippers Op. at 32 (quoting
Xcel. 7S.T.B at 601)

In its Reply submission, UP argues that shippers (and indirectly the Bourd)
are wrong 1o claim that the availability of cross-over traffic kecps the SAC analysis
properly focused on the portion ol the defendant’s system that serves the complaining
shipper. See UP Reply at 4. Specifically, UP claims that SAC cases fail 1o focus on the
core facilities used to serve the complaining shipper:

The focus™ that cross-over traffic supposcdly permits is

entirely illusory, because the SAC analysis must sull account

for every part of the defendant’s system that serves the cross-

over traffic — it just does so [through] a revenue allocation

process. . ..

Id. UP misstatcs the nature of SAC traffic groups and misses the point of the Coal

Shippeis’ mgument regarding the impact of the Board’s proposed limitations on the

scope ol SAC cases.
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In particular, UP complains that the ATC revenue allocation sysiem
considers the revenues and densitics of each origin-to-destination segment of a given
cross-over traffic movement. To the extent that the existing revenue allocation sysiem
examincs of-SARR densitics on a per-segment basis, the associated burden is the result
of the Board's decision to adopt ATC and was not the result of any shipper requests

But even morc importantly, UP's argument overlooks the fact that 1l the
Board requires shippers to broaden their systems to include origins and/or destinations ol
all SARR traffic, shippers will be forced to consider whether to add other trafTic to their
systems that movces only over what would be the residual incumbent in current SAC
practice. See Otter Tail, slip op. at 8-10 (discussing Lhe permissible inclusion of Shipper
1, Shipper 2. and Shipper 3 traffic in SAC sysicms).”

Since a complaining shipper would be required to build “core™ and “non-
core™ facilities that together could approximate the full size of the defendant carrier, the
shipper would seek to include as much ~Shipper 3” traffic in its sysicm as possible to
share the fixed costs of that system. /d., slip op. at 10; see aiso Xcel, 7 S.T.B. at 602
(*The cascading analysis could result eventually in a complainant having Lo replicate

almost all of BNSF’s system The scope and complexity of the proceeding would expand

33 Shipper 2 traffic on a SARR system uscs both core facilities and “secondary”
facilitics that arc “needed to serve Shipper 2 bul not used by Shipper 1. /d., ship op. at 9.
Shipper 3 traffic “uses only the sccondary facilitics and does not usc the corc facilitics ”
Id.. slip op. at 10; see also id. (“A hypothetical entrant in a contestable market who has
dccided to scrve Shipper 2 and has constructed the secondary facilities would naturally
scek 1o serve Shipper 3 to cover some of the capital expense of thosc sccondary
facilities.™).

-22 .



cxponentially.™). In a SARR system that 1s truly “focused™ on the core facilities (where
all forms of cross-over trailic arc permissible), however. a shipper will not face the same
incentive to include “Shipper 3" trafTic from across the defendant’s entire system,
Accordingly, the scope and focus ol a “Full-Delendant™ SARR would greatly expand
beyond the scope and focus of cases under current rules. Xcel, 7 S.T.B. at 603 (“It is
difficult to imaginc the amount of materials that would have (o be produced and analyzed
to put logether the evidence needed to design a railroad 10 times larger. The number of
disputed 1ssucs would also escalate, and the operating plans and computer simulation
models would become 50 complicated as to risk being intractable.™)

In addition, UP is wrong to suggest that the 8.091 81-route mile SARR in
the DuPonr™ case presents the same type of situation as a *Full-Defendant” SARR under
the Board’s proposed cross-over traflic limitations. See UP Reply at 3. In the DuPont
casc, the “core™ facilitics are very large because the 26 different commoditics that make
up the issue traffic move between 138 different origin-destination pairs spread out across
a substantial portion of the eastern Uniled States. (Cross-over trallic accounts for
approximately 79% of the DuPont SARR’s trafTic by revenuc) The cffect of the Board’s
proposed cross-over tralTic limitations would be to create “Full-Defendant™ SARR
systems in which the vast majority of the lines likely would not be part of the “core
facilities™ used 10 serve the issue traffic. In DuPont. the effect of the Board’s proposed

cross-over traffic limitations would be 10 expand the already large SARR to (or ncar) the

3 E.I. DuPont de Neinours & Co v Norfolk S Ry .NOR 42125 (Complaint filed
Oct. 7. 2010).
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full extent of the approximately 20,183-route mile NS system  As Witnesses Crowley
and Fapp explain, *“|i|l DuPont could not use cross-over traffic in its SARR presentation,
it would nced to reproduce virtually all of the NS’s network.” Crowley/Fapp Reb. VS at
39; see also id. (“Assuming the [SARR’s] routc miles grew in proportion to the volumes
carricd would mcan the [SARR] would neced to increase its route miles to over 18,000
miles.™).

D.  Banning Cross-Over Traffic Would be Particularly Inappropriate
Since the Board Willingly Accepts Other Simplifying Measures

While the Board's July 2012 Decision suggests that the Board is concerned
about exact precision on variable cost calculations for ATC purposcs, the Board
nevertheless insists in other contexts that an admitiedly imperfect approach to other
aspects ol the SAC process 1S acceptable.

[For example, in Major Issues, thec Board adopted a hybrid system for
indexing operating expenscs despite the acknowledged “roughness” of the approach:

We acknowledge the roughness of our hybrid approach, but
the inquiry itself. wiile necessary, is highly speculative m
nature. Just as quantifying historical productivily was a
challenging undertaking. predicting productivity of the
existing rail industry is far more difficult, and predicling
productivity of a hypothctical SARR even more so  Yet the
rccord supports the conclusion that a hypothetical, optimally
cfficient SARR would achicve future productivity
improvements, even modest productivity in the short term. [t
1s the attempt to quantify the precise amount of such
productivily in cach year of thc analysis that produces the
broad array of conflicting cxpert testimony witnessed 1n this
proceceding. At some point, an elaborate and expensive
search for a more precise estunate of future productivity must
give way 1o the need for a uniform, manageable approach.
Predictability in regulation is an important goal.
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Major Issues, slip op. at 46 (emphasis addcd).

Accordingly, it would be improper for the Board to adopt limitations on the
use of cross-over traffic in SAC cascs becausc of a concern that a simplifying device may
have some measure of imprecision. See Crowley/Fapp Reb. VS at 29 (“As we discussed
in our OVS, all models inherently incorporate some level of imprecision. 11 the Board
cannot accepi some level of imprecision in its modcling exercise, the exercise is doomed
from the star.™). As Witnesses Crowlcy and Fapp cxplain, *|i|f onc option is to include
cross-over traffic whose revenue divisions may not be absolutely precisc in every
instance, and the other option is to excludce the cross-over traffic entirely, it is clear that
retaining the traffic, even with imperfect revenue divisions, will produce far more

accuratc, reliable SAC results than climinating the traffic.” /d.

1L
THE BOARD SHOULD NOT REPLACE MODIFIED ATC
The Board has always held that the allocation of cross-over traffic revenuces
between the SARR and the residual incumbent should be “reasonable and fair.”** For

many years, thc Board held that reasonable allocations should be made using “market”

5 W Fuels Ass'n, Inc. v. BNSF Ry , NOR 42088, slip op. at 14 (STB scrved Feb.
18, 2009) ("WFA").
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principles.®® However, starung in 2003, the Board held that reasonablc revenuc
allocations should be based on “cost[] . . . of service” principles *

In its decisions starting 1n 2003, the Board has adopted the following cost
of service principles to guide its allocation of cross-over traffic revenucs.

e The costing methodology should use “the actual
costs incurred by the [defendant| carrier.”®

e The costing methodology should “reflect. to the
cxtent practicable, the defendant carrier’s relative costs ol
providing service over cach of the two scgments.””
e The costing methodology should “avoid
Jillogical and unintended resuit|s|” that conflict with other
governing principles of railroad economics.*
o The costing methodology should be one that can
be “applicd in all SAC cases, including in cases decided
under [the Board's] simplilicd SAC procedures.™
Modified ATC properly implements cach of the Board's governing cost ol

service principles. The other procedures preferred by the Railroads, and proposed

Aliernative ATC, do not. Under governing Board preccdent, these other procedures

3 See Coul Shippers Reply at 41-42 (citing cases).
3 1d at42-51 (ciling cascs).

% WFA 2007, slip op. at 12.

® WFA 2007, shp op. at 11.

© 44,

W WFA4, slip op. at 13 (STB scrved Feb. 18, 2009).
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cannot be substituted for Modificd ATC because they arc not “demonstrably superior” to
Modificd ATC."

Modificd ATC can be improved, however, by changing the method used to
calculate total fixed costs. In addition, other procedurcs arc available that would be
supcrior to Alternative ATC

A. Modified ATC is Superior to the Railroads’
Preferred Approaches

Modified ATC is superior to the approaches supported by various
Railroads, including Original ATC, SARR cost-based methods, and ECP

L. Modified ATC is Superior to Original ATC

Scveral Railroads contend that Original ATC should be used to sct cross-
over traffic divisions because, they claim, Original ATC is superior to Modified ATC."
However, these Railroads simply repeat arguments the Board has previously — and
correctly — rejected

The Board first attempted to apply Original ATC in two pending rate cases.

WFA and AEP Texas. The Board found that the application of Original ATC produced an

2 WFA, slip op. at 10 (STB scrved Junc 15, 2012). CSXT/NS argue that Modified
ATC was “‘rejected”™ by the United States Court of Appeals for the District of Columbia
Circuit in BNSF Ry. v. STB, 604 I'.3d 602 (D.C. Cir. 2010) CSXT/NS Rcply at 22 n4,
This asscrtion is manifestly wrong. The D C. Circuit remanded, without vacating, the
Board’s decisions in WFA adopting Modified ATC because the Court found that the
Board had inadvertently failed 10 address onc of BNSF's criticisms of Modified ATC.
See id., 602 FF.3d at 613. Thc Board supplicd this cxplanation in its June 15, 2012
decision in WFA

3 Se¢ AAR Reply at 8 (“the AAR docs not believe that the Board has identified a
truc need 10 meodify the Oniginal ATC methodology™); CSXT/NS Reply at 23 (“Original
ATC .. .1s the best allocation method the Board has proposed to date™).
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“illogical and unintended result” in cach casc — the allocation of revenues Lo some
movements over high-density segments that were less than the incumbent carrier’s
variable costs for providing service over these high-density segments while, at the same
time, allocating revenues that exceeded the incumbent’s vaniable costs for providing
service over the low-density segments.™

To avoid this “illogical and unintended result,” the Board decided to apply
a refined version of ATC — Modificd ATC — 10 sct cross-over traffic divisions in WFA
and AEP Texas Under Modified ATC, revenues are first allocated to cover variable
costs, and contribution 1s allocated using the Original ATC proccdurc."’

The Board concluded that Modificd ATC was superior to Original ATC
because it avoided these “illogical and unintended results,” avoided impermissible cross-
subsidies, and was fully consistent with the Board’s over-riding objeclive of developing a
“non-biased, cost-bascd method™ to sct cross-over traiTic revenucs:

To avond such an illogical and unintended result, we

make a necessary refinement to the ATC approach here.

Instead ol applying ATC allocation procedure to total

revenue, we will apply the same allocation procedurc to 1otal

revenue contribution (i.c.. revenue in excess of variable cost

as calculated by URCS). ...

This refinement 1s rcasonable and consistent with our
objective in Major Issues. Traffic must cover its variable
costs before il can be expected to make any contribution to

joint and common costs. Therefore, the objective is how to
allocate the revenue contribution (if any is available) between

* See WFA 2007, slip op. at 14; WFA, slip op. at 4 (STB scrved Feb. 29, 2008);
WFA, slip op. at 13 (STB served IFeb. 18, 2009); AEP Texas, slip op al 15.

45 ld
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the facilitics replicated by the SARR and those of the residual
incumbent. While the language in Major Issues to explain the
basic ATC approach led the partics Lo allocate total revenue
rather than total revenue contribution, we did not contemplate
this situation. where a procedurc would result in other traffic
on the SARR cross-subsidizing those cross-over movements
with on-SARR revenue allocations below variable costs.
Such a result would plainly conflict with our express purpose

to [;1;1(] a non-biased, cost-based method. Sce Major Issucs at
32.

CSXT/NS arguc that the Board’s analysis is flawed because complainant
shippers can remove low rated traffic from their traffic groups. The Board correctly
rejected this argument in WFA and AEP Texas The Board ruled that “[t]he fairness of
the revenue allocation method should not . require[] the complainant to drop the traflic
that the incumbent railroad presumably finds worthwhile Lo handle at the current rate.™"
The Board also held that shippers pursuing relicf under the Simplified SAC standard do
not have the option of dropping low rated trafTic.*®

CSXT/NS also argue that application of ATC 1o low rated movements docs
not produce illogical results because, they asscrt, SARR costs are less than the
incumbents’ variable costs. The Board also rejected this contention in WFA and AEP
Texas. The Board held that the ATC methodology must “take into account operating

expenses” incurred by the defendant carrier. ™

% WEA 2007, slip op. a1 14,

T WFA, slip op. at 4-5 (STB served Feb. 29, 2008)
® WFA, slip op. at 13 (STB served Feb. 18, 2009)
¥ WFA, slip op a1 5 (STD served Feb 29, 2008)
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Finally, CSXT and NS, likec BNSF, were supporters of the Density
Adjusted Revenue Allocation (DARA) mclhodology,so and the Board’s discussion in
WFA and AEP Texas of the inconsistent positions taken by BNSF applies cqually to the
positions now advocated by CSXT and NS:

We note that BNSF’s position here 1s inconsistent with
the position it ook in the Xcel case, where it advocated a
revenue allocation approach called the Density Adjusted
Revenue Allocation (DARA). The first step of DARA would
have been to allocate revenue associated with directly
attributable costs as measured by the Board’s Uniform
Railroad Costing System (URCS). The second step would
have involved allocating contribution (total revenuc less total
URCS opcraling costs) in accordance with cconomics of
density. BNSF argued that its approach would have allowed
complainants to lake advantage of cconomics of density, but
at the same time provide for an “‘¢ven-handed” allocation of
revenues. It explained that ~[t]he cvenhandedness
ol DARA derives from the lact that it assures that both on-
SARR and off-SARR segmenis of cross-over movement will
cover their aitributable cost, while giving both a
comparable opportunity 1o cover their unattributable costs.”
The refinement 1o ATC we adopted in this case is very
similar. It provides an even-handed revenue allocation by
cnsuring that the revenue division for both on-SARR and off-
SARR scgments will cover variable (i.c. attributablc) costs
(calculated using URCS) before allocating any remaining
rcvenuc that would be available to cover fixed (i.c.
unattributable) costs.”!

0 See, e g., Duke Energy Corp v Norfolk S. Ry., 7 S.T.B. 89, 106-08 (2003)
(“Duke/NS™), Duke Energy Corp. v CSX Transp., Inc.. 7S T B 402, 423 (2004).

SVWEA, slip op. at 5 (STB served Feb. 29, 2008) (footnotes omitted) (cmphasis in
original)
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The Board went on to hold that “the Board concluded that this sccond sicp
[in DARA] was {lawed in that it did not adequately account for economics of density —a
flaw that we correeted with the ATC approach.™

2, Modified ATC is Superior to Efficient Component Pricing
and Revenue Allocations Using SARR Costs

In its Opening submission, UP urged the Board to utilize ECP to allocate
revenues on cross-over traflic. As Coal Shippers demonstrated in their Reply
submission, the Board has repeatedly rejected ECP because “cross-over traflic could not
provide any contribution to the threshold, joint and common costs™ incurred by the
SARR ** Modified ATC is supcrior to ECP because 1t does permit cross-over tralfic to
provide contribution o the threshold, joint and common costs incurred by the SARR.

In their Opening and Reply submissions, CSXT and NS urge the Board Lo
set cross-over traflic revenues “us|ing] the SARR’s variable costs rather than the carrier’s

9e54 T

system average URCS costs. he Board has consistcatly rejected this approach

because the costs 1o be used in ATC arc the incumbent’s costs, not the SARR’s costs.*

2 1d a15n9.

53 See Conl Shippers Reply at 18-19 n.65 (citing Mayor Issues, slip op. at 37-39
(“ECP conflicts with | SAC] thcory™ because, among other reasons, “cross-over traffic
could not provide any contribution to the threshold, joint and common costs™ incurred by
the SARR)).

% See CSXT/NS Reply at 21,

55 See, e.g , WFA 2007, shp op. at 12 (*the ATC mcthod .. is keycd 10 the
defendant carrier’s relative costs of providing scrvice™) (internal quotation marks
omilted); AEP Texas, slip op at 13 (“the ATC revenue allocation we use here properly
focuses on determining the relative costs to the defendant carrier of handling the
movement on cach part of its system™); WFA, slip op. at 13 (STB scrved Fcb. 18, 2009)

-3l -



Modificd ATC is superior to the CSXT/NS approach because it relies on the incumbent’s
variable costs, not the SARR’s variable costs, to allocate cross-over traffic revenucs.
B. Modified ATC is Superior to Alternative ATC
Coal Shippers demonstrated in their Opening submission that Modified
ATC is superior Lo Alternative ATC becausc:

e Alternative ATC produces illogical and
unintended results when applied to low contribution moves,

e Alernative ATC produces illogical and
unintended results when applied to medium and high
contribution moves;

o Modified ATC properly weights economices of
density;

e [t is inapproprialc to give morc “weight™ to
cconomies of density in the revenuc allocation process; and

e Constant changing ol cross-over traffic revenue
allocation methodologics to decrease SARR revenues is
manifestly unfair to captive coal shippers.

The Railroads offer nothing n their Replies that demonstraices that

Alternative ATC is superior to Modificd ATC.

(“the objective o ATC 1s to reflect the defendant carrier’s relative costs ol providing
service over the relevant segments of its network™).
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1. Alternative ATC Produces lllogical and Unintended Results
When Applied to Low Contribution Moves

The Board refined and replaced Onginal ATC with Modified ATC because

Original ATC produced “illogical and unintended result|s]"*

when applied 1o low
coniribution moves. As Coal Shippers demonstrated in their Opening submission, these
“illogical and unintended result|s|” arc simply illustrated by refcrence to a hypothetical
move where total movement revenue equals $11 per ton, total movement variable costs
are $10 per ton ($5 per ton on a high-density scgment and $5 per ton on a low-density
segment) and, under Original ATC, $6.25 per ton was allocated to the low-density
segment and $4 75 was allocated to the high-density segment, See Coal Shippers Op.,
Verified Statement of Thomas D. Crowley and Danicl L. Fapp (“Crowley/Fapp Op. VS”)
atL 5-6.

Original ATC produccs “illogical and unintended resuli|s]™ because the
high-density segment is allocated $0.25 per ton less than its variable costs whercas the
low-density scgment is allocated $1.25 per ton more than its variable costs. Modificd
ATC corrccts this “illogical and unintended result” by first allocating $5 per ton in
revenues to the low-density segment and 35 per ton in revenues to the high-density
scgment to cover cach segment’s variable costs, and then allocating the remaining fixed

costs and profils using the ATC metric. See Crowley/TFapp Op. VS aL 6.

% See WFA 2007, slip op. at 14; WFA, ship op. at 4 (STB served Feb. 29, 2008),
WFA, shp op at 13 (STB served Feb 18, 2009); AEP Texas, slip op. at 15.
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Coal Shippers also demonstrated that this same hypothcetical illustrates that
Alternauve ATC also produces “illogical and unintended result[s].” Alternative ATC
would allocate $5 per ton to the low-density segment and $6 per ton to the high-density
segment. The result is that the total movement contribution ($1 per ton) is allocated to
the low-density segment, while $0 per ton is allocated to the high-density segment  See
Crowley/Fapp Op. VS a1 7.

There is no logical reason why all movement contribution should be
allocated to a low-density segment in cases where the total movement revenues exceed
total movement variable costs  Stated another way, the fundamental flaw the Board
identified when Oniginal ATC was applied to low contribution movements cannot be
fixed by the Board's proposed back-cnd second step in Altemative ATC. See
Crowley/TFapp Op. VS at 7

The Railroads do not address, much less retule, the lact that Alternative
ATC produces arbitrary allocation of revenuces on low rated iraffic. Indeed, in this
regard, Allernative ATC is worse than the DARA methodology championed by the
Railroads. Under the twao stcp DARA procedure, afier revenucs were allocated 1o cover
low-density segment and high-density scgment variable costs, the low-density and high-
density segiments were given *‘a comparable opportunity to cover their unattributable

costs."’

5T WFA, slip op. a1 5 (STB served Feb. 29. 2008) (internal quotation marks
omitted).
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Modilied ATC is supetior to Alternative ATC when appliced to low rated
movements because once revenues have been allocated to the low-density and high-
density scgments to cover variable costs, both segments arc given “a comparable
1]

opportunity to cover their unatinibutable costs.

2, Alternative ATC Produces lllogic;il and Unintended Results
When Applied to Medium and High Contribution Moves

Coal Shippers also demonstrated in their Opening submission that
application of Alternative ATC produces illogical and unintended results when applicd to
medium and high contribution moves becausc it fails to take into consideration scale
cconomies: the fundamental principle of railroad cconomics that a carrier’s profil
Increases as ils average total cost decrcases. For example, if a carrier charged $10 per
ton, and the average total cosi for the move was $8 per ton, it would carn a profit of $2
per ton. However, if the average total cost decreased to $6 per ton due to traflic
increases, the carrier’s profit would increase to $4 per ton.

In their Opening submission, Coal Shippers presented several hypothetical
cxamples demonstrating that Modilicd ATC properly allocated profits in accordance with
basic principles of scale cconomics whereas both Original ATC, and Alicrative ATC,

did nol. One of these hypothetical examples is reproduced here:

2 1d.
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Crowley/Fapp Op. VS Table 3
Comparison of Revenue Division
Methodologies, Hypothetical, R/VC = 1.50
Original nnd
Item Alternative ATC Madified ATC
m )] ()]

1. Revenue 515.00 515.00
2 High-Density Segment 86 25 $6 25

Total Costs
3. Low-Density Segment $7.50 §7.50

Total Costs
4. 11D Scgment Division 56 82 $727
5 LD Scgment Division $818 $773
6. HD Segmment Profit 5057 $102
7. LD Segment Profit 50.63 5023
8. Result Hlogical Logical

Crowley/Fapp Op. VS a1 25.

In this example, the Modified ATC and Alternative ATC procedures were
applicd to a hypothetical movement with an R/VC ratio of 1.50. Application of
Alternative ATC produces an “illogical” result — profits on the low-density segment
(30.68 per ton) which are higher than the profits on the high-density segment (80.57 per
ton). However, application of Modified ATC produces a “logical” result: profits on the
high-density segment ($1.02 per ton) are higher than piofits on the low-density segment
(50.23 per ton).

The Railroads do not. because they cannol, dispute the basic principle that
profits increasc as average total costs decrcase. They also do not take issuc with the
calculations made in Coal Shippers’ hypotheticals. Nevertheless, the Railroads raisc

scveral misguided diversionary arguments:
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° BNSF argucs that “it makes no scnse to think about the relative
profitability of 1wo segmenis of an integrated through movement.”** This argument is
simply a recycling ol the long-discredited argument that the Board cannot allocate
revenues between on-SARR and of-SARR line scgments of a through movement.% The
Board certainly can calculate both the costs. and profits. associated with cach segment ol
a through movement, 1n its revenue allocation procedure. Modified ATC docs so ina
rcasonable and logical manner; Allernative ATC does nol.

° The AAR argues that “prolit cannot be measured by comparing

revenue 1o variable costs for individual movements.”¢

! According 1o the AAR, a carnier
carns no “economic profits” until the carricr is revenuc adequate, / e., until “a railroads’
revenue exceeds its total variable and total fixed costs, including its cost of capital *%2

This ridiculous definition of profitability has ncver been used by the Board® or by AAR

member compames.r’"

% BNSF Reply at 21.

50 See, e.g., Major Issues, slip op. at 28 (“UP argues that . . therc is no basis for
allocuting contribution from a movement among different segments™).

' AAR Reply a1 9 n.8 (internal quotations omitted).
62 1d. UP makes the same argument. See UP Reply at 8.

63 See, e g , Major Issues, slip op. at 36 (dclining “*profit’ from the cntirc
movement” as “‘revenuc in excess ol variable costs™).

6 See, e.g., Matt Rose Meeis with Workforce at Town Hall, Powder River
Reflection, Sept./Oct. 2003 at 6 (BNSF CEO refers to BNSF’s Powder River Basin coal
traffic as “the most profitable commodity we haul™); Crowley/Fapp Reb. VS at 9-11.
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Movement profitabilily is determined by comparing movement revenucs 1o
movement costs, regardless ol the overall revenue adequacy status of the individual
carricr. As Crowley/Fupp explain:

I revenue exceeds variable costs, there is contribution.

If revenue cxceeds average variable costs plus average [ixed

cosls, there must be an average prolit on the movement It is

illogical and disingenuous to argue that one can calculate the

average variable costs, average fixed costs and ATC for a

movement, but not the profitability for that movement. Once

the decision is made 1o allocate unatiributable fixed costs to

specific movements when determining ATC, one cannot

unring the bell and say anything excceding thc movement’s

ATC 1s not allocated profit.™

° BNSF, AAR and UP argue that the Board “rejecied” Coal Shippers’
~profitability” arguments in Major Issues.*® They specifically point to the Board’s
discussion in Major Issues wherc the Board stated that the mileage-based MSP revenue
allocation method ““allocates too much revenue 1o high-density lines, and not enough to
lighter-density lines.”® The Board’s finding that MSP over-allocated revenues 10 low-
density lines is not relevant to the present discussion.

Morcover, it appears what BNSF. AAR and UP arc really arguing is that
Modificd ATC should be rejected solely because it allocates more revenues to high-
density scgments than Alternative ATC Howcver. that is not the governing test. As

discussed above, the governing test is whether the revenuc allocation method produces

reasonable results in a manncr that takes into account cconomics of density and docs not

55 Crowley/Fapp Reb. VS at 11.
8 See BNSFF Reply at 22; accord AAR Reply at 9; UP Reply at 9.

87 Major Issues, slip op. at 35
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produce illogical resulis. Modified ATC 1s superior to Aliernative ATC because it docs
not produce illogical allocations of movement profit on medium and high rated traffic.

® UP argues that “|i|{ a complainant wants its SARR to capture the
mcumbent’s ‘profits’ associated with a particular movement, it can do so by accounting
for the full costs of handling that traffic from origin-to-destination on the incumbent’s
network.”®* Modilicd ATC does properly account for “the full costs of handling™ cross-
over traffic. However, what UP really appears to be arguing here is that shippers should
climinatc cross-over traffic by building massive SARRSs that provide origin-to-
destination/interchange service for all traffic group members. That approach would
vitiate SAC as a viable regulatory remedy for most (if not all) coal shippers.

3. Modificd ATC Properly Weights Economies of Density

The two step Modiliecd ATC method first allocates movement revenue 1o
cover vaniable costs, and then allocates contribution using ATC The first step in
Modified ATC uses variable costs as the allocation metric because variable costs arc not
sensitive to economices of density.”’ The second step allocates movement contribution
using ATC.

BNSF argues that “[bly taking account of variable costs in hoth steps,

Modified ATC undeniably gives undue weight Lo variable costs and dilutes the impact of

S8 UP Reply at 9-10.
5 See Crowlcy/TFapp Op. VS at 14.
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economics of density »10 BNSF’s contentions here are wrong. Modificd ATC gives
proper weight to variable costs and does not “dilute” cconomics of density.

As BNSF itsclf has long recognized, cross-over traffic revenue allocation
should be a two-step procedure.” Under step one, revenues arc allocated to cover
variablc costs Thc proper metric Lo make this allocation is variable costs. It is improper
to usc a density metric in step onc because variable costs do not change based on changes
in density. Modified ATC properly utilizes variable costs in Step 1.

In siep two, contribution is allocated using ATC. ATC takes into account
cconomics of density and diminishing rcturns thereto. ATC must contain a variable cost
component because the variable cost serves as the constant to measure diminishing
economics ol density, /.e., as densities increase. the fixed cost per ton declines, while the
variable cost per ton remains the same.”

Modified ATC’s two step revenue allocation procedure. including its
weighting of variable costs, is superior 1o the Alternative ATC’s two step procedure

because, unlike Alternative ATC, Modified ATC produces reasonable, logical revenue

allocations when applied to low, medium and high rated traffic movements.

" BNSF Reply at 20.
" See WFA, slip op. a1 5 (STB served Feb, 29, 2008).

7 See Crowley/Fapp Op VS at 12 BNSF argucs that “cconomics of density . . .
are reflccted only in fixed costs.” BNSF Reply at 18. This argument 1s the same
argument that BNSF made in support of DARA, and which the Board properly rcjected.
See WFA, slip op. at 5 (STB scrved IFeb. 29, 2008). Proper measurement of economics of
density must reflect diminishing returns thereto, which requires inclusion of a variable
cost component. See id at 5 n.9.
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4, It is Inappropriate to Give More “Weight™ to Economics
of Density in the Revenue Allocation Process

The Railroads argue that Modified ATC should be adopted becausc it gives
more weight to economics of density. This incrcased weighting comes about, according
to the Railroads, because Alternative ATC applies the ATC metric to total movement
revenue (subject 1o some exceptions) whercas Modified ATC applics the ATC metric
only to movement contribution.

The Railroads argue that 1t 1s appropriate 1o give more weight Lo economics
of density because, all other things being cqual, Alternative ATC will allocate more
revenue to low-density segments than Modified ATC. This is critically important
because, the Railroads contend, application of Modified ATC will “lcav|c] lower density
lines, which are ncecessary to support the cross-over tralTic. without sufficient revenuc to
cover their costs.””

The Railroads cite no cmpirical evidence to support their claim that
application of Modified ATC has, or will, result in the allocation ol revenues to low-
density segments that do not cover low-densily segment costs. The [act that Modified
ATC may allocate less revenucs to low-density lines does not mean that the revenuce
allocation will be insufficient 10 cover low-density segment costs. It just means that it

will be allocated less revenue  See Crowley/Fapp Reb. VS at 8.

B UP Reply at 10 n.8. Accord BNSF Reply at 18-19; AAR Reply at 9-10,
Baranowski Reply VS at 11; CSXT/NS Reply at 24
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Morcover, as Coal Shippers have emphasized throughout this proceeding,
none of the ATC procedures is allocating costs.” The procedures use cosl metrics to
allocaic revenues. The amount of revenue allocated to low-densily lines — and the
cnsuing amounl of cost coverage — necessarily turns on many factors other than the
allocation metric, including: the composition of the traffic group. the level of real world
revenues being charged to members of that traffic group and the low-density line costs.™

In the end, the Railroads™ argument boils down 1o the proposition that the
Board should adopt Alternative ATC for onc reason and one reason alone: it allocatcs
more revenue Lo low-density segments * However, that is not the governing standard
here. Modilied ATC is superior to Aliernative ATC because it reasonably takes into
account cconomics ol densily, and produces logical revenuc allocations that conform 1o
all governing cconomic principles.

5. Constant Changing of Cross-Over Traffic Revenue

Allocation Methodologies to Decrease SARR Revenues
is Manifestly Unfair to Captive Coal Shippers

AAR argucs that the Board's constant changing of cross-aver trafTic
revenue allocation methodologies is a wise regulatory practice because “it appears that

the Board has simply attempted to improve its revenue-allocation methodology.™” The

™ See, e.g., Crowlcy/Fapp Reb. VS at 8.
P ld.

7 See, e g., CSXT/NS Reply at 24.

T AAR Reply at 12.
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Board’s proposed Allernative ATC approach is not an improvement but a major step
backward in cquitably allocating cross-over trallic revenues.

In addition, it is very important for shippers 1o know — before they start
configuring their SARRs — what cross-over traflic revenuc allocation methodology will
be employed in their case. Without this knowledge, shippers simply cannot modecl
SARRs that “maximize revenues while minimizing costs.”” Constant changing of
revenue allocation methods prevents shippers from “knowing the rules of the game,”™ and
requires substantial cxpenditures of time, cffort and cost in procecdings such as this onc.

C Suggested Alternatives

In their Opening submission, Coal Shippers asked the Board 1o find that
Modificd ATC was superior 1o Aliernative ATC. Coal Shippers also proposcd a
correction to Modified ATC — Corrected Modified ATC — that would improve the
accuracy of Moditied ATC’s calculation of total fixed costs. [f the Board decided not lo
continue 1o use Modified ATC or Corrected Modified ATC, Coal Shippers proposed two
other cross-over tralTic revenuc allocation approaches. Three Step ATC and Variable
Cost Allocation.

The Railroads object to cach of these proposed alternatives, Their

objections arc without merit.

8 See, e.g , Wis. Power & Light Co. v. Umion Pac. R.R , § S.T.B. 955, 965 n.20
(2001); Duke/NS, 7 S.T.B. at 98 n.11.
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1. Corrected Modificd ATC

Corrected Modilied ATC makes a simple and necessary change to
Modilied ATC: it corrects the Board's erroneous assumption that high-density lines and
low-density Iines have the same fixed costs per route-milc.””

Corrected Modified ATC allocates higher total fixed costs to higher density
rail lines and lower total lixed cosls to lower density rail lines. This correction is
accomplished by calculating system average fixed costs per track mile. This system
average fixed cost per track mile would then be applied to the miles of track along each
segment and divided by the segment’s annual tons to develop a fixed average cost per
ton.

The logic behind Corrected Modified ATC is simple and straight-forward.
High-cost, high-density segments invariably have more track-miles than low-density
segments, as high-density segments are double, triple and sometimes quadruple tracked,
whercas low-density segments may consist of only single track. Allocation of total
system fixed costs on a track-mile basis would produce the intended result: high-density
scgments would be allocated more total fixed costs per route mile than low-density
scgments because high-density segments have more track miles. See Crowley/IFapp Op.
VS at 34-35.

o AAR argucs that fixed costs arc “thc same on average for light-

density as for heavy-density lines ™ Whilc fixed costs would not vary with output, the

™ Coal Shippers explained in their Opcning why the Board’s decision to use route
miles in ATC was incorrect and should be revised. See Coal Shippers Op. at 69-72.
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allocation of fixed costs will vary by location. See Crowley/IFapp Reb. VS at 14, For
example, the fixed costs on a quadruple track linc in the Powder River Basin will be
higher than those on a single track branch line

[ AAR argucs that the Board held in Mayor Issues that fixed costs arc

the same on light and heavy density lines.®'

I'he AAR does not address the fact that prior
10 Major Issues the Board rcached the opposite result, i e.. [ixed costs are higher on
heavy density lines.* Coal Shippers are asking the Board in this proceeding to revisit
this issue bascd upon the detailed record in this proceceding, and upon reconsideration, to
adhere to the Board’s carlicr, and Coal Shippers submit, correct resolution of this issuc

) AAR argucs that “cven assuming arguendo that [ixed costs did vary
with density, ‘Correct’ Modilied ATC would overstate revenues for high density line
scgments because many types of fixed costs are not associated with track miles, and
because even investment that is associated with track miles docs not increase linearly

with the number of track miles.”®

AAR is simply nitpicking here. Between 78 1o 88%
of URCS fixed cost categorics arc associated directly or indirectly with track miles,* and

cven in the absence of perfect linearity, road property investment and fixed cost clements

will vary by the number of tracks in a given location.*® For example, a double track

R AAR Reply at 11.

M d.

82 See Coal Shippers Op at 69-70.
S AAR Reply at 1.

8 See Crowley/Fapp Reb. VS at 16.
B 1d at16-17.
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location may cost something less than two single track locations due to certain cconomies
that might be realized, but there 1s no doubt that a multiple track location will have
grealter fixed costs than a single track location. See, e.g., Duke/NS, 7 S T.B. at 108.

2. Three Step ATC

On Opening. Coal Shippers presented Three Step ATC as an alternative
that is superior to Alternative ATC. Step 1 allocales revenucs to cover the on-SARR and
of~SARR URCS Phase Il variable costs. Step 2 allocales revenues to cover on-SARR
and of-SARR fixcd costs using an allocation of total systiem fixcd costs on a track mile
basis. Step 3 allocates any remaining revenuc on a variable cost basis Three Step ATC
is intended to address the fact that revenues arc uscd by rational lirms for three prioritized
purposes: coverage ol variable costs; coverage of fixed costs, and gencration of profit
(defincd here as excess revenue above total cost).*

The AAR argues that “Three Step ATC is flawed because it “conflict]s] with
the Board’s determination that cross-over trallic revenue should be allocated on the basis
of average total costs.”™ Under this logic. only Original ATC should be uscd to st
cross-over tralTic divisions. The Board rejected this logic in both WFA and AEP Texas.
The governing principal here 1s not adherence to Original ATC, but, instead, the adoption
and usc of cross-over traffic revenue allocations that are reasonable, take into account

economices of density, and do not produce absurd results.

% See Crowley/Fapp Op. at 31-38
8 AAR Reply at 11.
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3. Variable Cost Allocation

In their Opening submission, Coal Shippers obscrved that the Board had
adopted Original ATC in Major Issues because the Board believed that cconomies of
density had not been exhausted in the railroad industry. % Coal Shippers further observed
that the Board’s own consultants had determined in a recent study — the Christensen
Updated Report — that cconomices of density in the rail industry had been cxhausted.® In
light of these new developments. Coal Shippers proposcd a very simple Variable Cost
Allocation Mcthod that utilizes the Board™s URCS Phase 111 program lo allocate cross-
over tralTic revenucs

o AAR argucs that the Christensen Updated Report is not relevant
because it “focused on railroads as a whole, not individual linc segments included in a
rate complainl.“"“ However, the Board itscll *locuscd on railroads as a whole™ when it
decided 1o stop using the milecage-based MSP cross-over traffic revenue allocation
procedurc. As the Board stated in Major Issues:

The MSP approach allocates revenues according to a crude

cstimate of the relative variable costs of hauling the traffic

over the relevant segments. rather than the total costs. The

approach therclore fails to take into account the defining

characteristic of the railroad industry — economics of scale,

scopc and densily. There is no reason to believe that
economies of density in this industry have been exhausted Yet

88 See Coal Shippers Op. at 73-74,

" Id , ciling Laurits R. Christensen & Associates, Inc., An Update to the Study of
Competition in the U.S. Freight Rallroad Industry (Jan. 2010) (Christensen Updated
Report™) a1 4-13.

% AAR Reply at 12.
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only under such an assumption would a mileage-based
approach provide an allocation based on average total costs.

Id.. slip op. at 25 (cmphasis modificd) (footnotes omitted).

Moreover. the industry is comprised of the sum of its parts. 1f] as the
Christensen Updated Repori lound, cconomics of density have been exhausted on an
industry level. the vast majority of rail lines must have exhausted available cconomics of
density, including major rail lincs uscd by most coal shippers.

° AAR argues thal “[i){ there were no remaining cconomies of density,
complainants would have no incentive to select a SARR route that departs from the
incumbent’s route to take advantage of economies of density.””! The AAR is jumbling
concepts here. A SARR is a hypothetical construct that is designed 1n part 1o “take
advantage of cconomics of density.” FHow a SARR is constructed says nothing about

whether cconomics of density have been exhausted on real-world railroad lines.

1L
OTHER MATTERS

A.  The Board’s Proposed Changes to Simplified SAC
and the Three-Benchmark Test Are Insufficient

As Coal Shippers have explained in their prior filings, the Board should

abolish ratc caps in Simplificd-SAC cases, should allow 10-ycar rate prescriptions, and

" AAR Reply at 12 (internal quotation marks and citation omitted)

2 See Crowlcy/Fapp Reb. VS at 21. In addition, even when cconomics of density
are exhausted, there can be logical reasons to reroute trallic, including greater revenue
polential on other line segments due to a different traffic mix. /d. at 21-22.
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should retain the current RPI calculation procedures. The Board should also abolish rate
caps, and should allow 10-ycar ratc prescriptions, in Three-Benchmark cases.

Coal Shippers noted in their Reply submussion that whilc the Railroads
offered a varicty ol arguments with rcgard to Simplified-SAC and Three-Benchmark,
“the bottom line is clear: the railroads have no interest in any changes to the Board’s
current regulatory policies that would help captive shippers.” Coal Shippers Op. at 22-
23. The Railroads’ Reply filings maintain this same approach, suggesting that relief in
Simplificd-SAC and Three-Benchmark cases must be capped becausc those approaches
arc too “crude”™ (CSXT/NS Reply at 25), “less accurate™ (BNSF Reply at 5-6), and “will
necver be as accurate as a Full-SAC test.” UP Reply at 12

The Board recognized in its July 2012 Decision that its goal of providing a
simplificd approach to rate reliel was not being mel. See July 2012 Decision, slip op. at 3
("During [ Ex Parte No. 705|, we heard concerns from stakcholders that the complexity,
high litigation costs. and currcnt limits on relicf for simplified alternatives were
dissuading partics from bringing ratc disputcs to this agency.™); d. ("“Our goal is to
encourage shippers to use a simplified alternative to a Full-SAC analysis that is
cconomically sound, yet provides a less complicated and less expensive way to challenge
freight rates by discarding the requirement that shippers design a hypothctical railroad to
judge a railroad’s real world rates.”). Deferring to the Railroads” concerns about limited
accuracy and downward rate “ratcheting” will not allow the Board to meet its stated goal.

Coal Shippers have cxplained that it is unlikely that shippers will bring

Simplified-SAC and Three Benchmark cases even with the changes proposed by the
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Board. See Coal Shippers Op. at 74-77; Coal Shippers Reply at 19-23. Eliminating the
ralc caps and exiending the period of rate relief — while maintaining the current RPI
approich — could provide some limited incentive for shippers to bring Simplified SAC or
Three Benchmark cases, when confronted with excessive railroad rate demands.”

B. Interest on Reparation Awards Should be Inereased

The Board proposcs to raise the interest raic on shipper reparations from the
90-day United States Treasury bill rate (which approximates 0% in the current
environment) 1o the prime ratc (approximately 3.25% at the current time).

In their Opening submissions, Coal Shippers supporied the Board’s
proposal becausc usc of the prime rate is reasonable and consistent with FERC’s
longstanding practice of using the prime rate to set interest on refunds required to be
made by FERC- regulated companics.” Coal Shippers also emphasized that interest on
reparations in a Full-SAC case may become a moot point if the Board adopts its proposed
Full-SAC proposals.

The AAR arguces that the Board should not follow FIERC practice becausc
“FERC administcrs a different regulatory regime and its ratc-making authoritics are more

comprehensive than the Board."*® In fact, as pertinent here, both FERC and the STB

% All shippers filing Reply submissions agreec See, e.g., Chlorine Shippers Reply
at 1; Grain Shippers Reply at 2-3; Chemical Shippers Reply at 7-9; ARC Reply at 3-5;
CURE Reply at 11-19.

%' Rate of Interest on Amoums Held Subject to Refund, Order Clarifving Order
Nos 47 and 47-A, 45 FFed. Reg 3888 (Jan 21, 1980) (codificd at 18 C.F.R. § 35.19a).

% AAR Reply at 19.
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have the statutory authority to order regulated entities to pay refunds to their customers,

and both face the identical issue: whal interest rates should apply on these refund awards.
The AAR also argues that the United States Court of Appcals for the Fifth
Circuit “did not endorse” FERC’s choice of the prime ratc in its decision affirming that
choice.”” In fact, the Court emphasized that FERC’s choice of the prime rate was
“eninently rcasonable*” and the portions of the decision cited by the AAR dealt with the
Court’s rejection of arguments made by gas pipelines and natural gas produccrs thal
FERC crred in not setting “a lower rate of interest™ ticd to “U.S. Treasury Note™ yiclds ¥
CSXT/NS claim that the Board should not adopt the prime rate because,
they assert, there 18 no cvidence that the prime rate accurately reflects real market-based
interest rates.'® CSXT/NS’s assertion that banks can charge rates “at, above, or below”
the Prime Rate (see CSXT/NS Reply at 33 n.9) docs not underminc the basis of the
Board’s proposal. The Board is simply recognizing that the Prime Rale “may serve as a

more appropriate rate™ for calculating interest owed to shippers than Treasury Bill

% See. e g., 15 US.C. § 717¢(c) (FERC may order refunds if it finds a proposcd
rate exceeds a reasonable maximum); 49 U.S.C. § 11704(b) (STB shall award rcparations
il it finds a rate exceeds a reasonable maximum).

9 AAR Reply at 19, ciuing United Gas Pipeline v FERC, 657 IF.2d 790 (5th Cir.
1981) ("Unued Gas Pipeline™).

® United Gas Pipeline, 657 ¥.2d a1 794,
® Id. a1 795.

190 See CSXT/NS Reply at 33-34 (“The asscrtion that the WSJ Prime Rate is the
ratc banks charge ‘their most creditworthy customers’ (NPRM at 18) is ofien repeated,
but is simply incorrect.”) (footnote omitted).
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rates.'” FERC’s long-standing use of the Prime Rate provides abundant support for the
Board’s determination

C.  The Board Has Failed to Comply with the Regulatory Flexibility Act

In their Opening submission, Coal Shippers demonstrated that the Board

had misconstrucd and flailed to comply with the Regulatory Flexibility Act. See Coal
Shippers Op at 77-79 (*'Since the requirements of the rule apply dircctly to shippers,
some of whom arc small, the Board’s certification is defective, and the Board’s July 2012
Decision fails to comply with the requirements of the RFA, which precludes adoption of
the proposed IFull-SAC and Simplified SAC proccdures.”). Neither the AAR nor any

individual Railroad submitted a reply 10 Coal Shippers™ demonstration.

'8 July 2012 Decision, slip op. at 18.
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CONCLUSION

Coal Shippers respectfully request that the Board decide the issucs raised

in this proceeding in the manner described in their Opening, Reply, and Rebuttal

submissions.

C. Michucl Lofius

Andrew B. Kolesar Ilﬂdﬂ-zr'
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Slover & Lollus LLP
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Washington, D.C. 20036
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I. INTRODUCTION

We arc Thomas D. Crowley and Daniel L. Fapp. We are the same Thomas D. Crowley
and Danicl L Fapp that submitted an Opening Verified Statement in this proceeding on October
23, 2012. Copics of our credenuals are included as Exhibit No, 1 and Exhibit No. 2 to our
Opening Verified Statement, respectively, Our Opening Verified Statement (“OVS™) addressed
the Surface Transportation Board’s (“STB” or “Board”™) proposal to modify its rules rclated to
various aspects of its three maximum rate procedures as identified in £7 715.!

We have been requesied by Counsel for the Wesiern Coal Traffic League (*WCTL"™),
Concerned Captive Coal Shippers (“CCCS™), Amenican Public Power Association (“*APPA™),
the National Rural Electric Cooperative Association ("NRECA”), Western Fuels Association,
Inc. (*Western Fuels™), and Basin Electric Power Cooperative, Inc (“Basin Eleciric™)
(collectively “Coal Shippers™), to address the December 7, 2012 Reply Comments of the Umion
Pacific Railroad Company’s (""'UP™), the BNSF Railway Company’s (“BNSF™), the Association
of American Railroads (“AAR"), including the Reply Verified Statcment of Michael Baranowski
(“Baranowski VS™), and the Joint Reply Comments of the CSX Transportation Company, Inc.
and the Norfolk Southern Railway Company (“CSXT/NS”). We shall refer 10 UP, BNSF, AAR
and CSXT/NS collectively as (“the Railroads”)

The results of our review are summarized 1n the remainder of this Rebuttal Verified
Statement and are organized under the following topical headings:

[l. Revenue Divisions
Il. Cross-Over Restriciions

V. Conclusions

' STB Docket No. EP 715, Rate Regulation Reforms, decided July 25, 2012 (EP 715)
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Il. REVENUE DIVISIONS

In our OVS, we demonstrated that the STB’s initial concerns that the application of the
Original ATC formula resulted in over allocation of revenues 1o low-density lines were vahd,
Specifically, we demonstraied that Onginal ATC transforms movements for which real-world
revenues do not cxceed their end-to-end URCS vanable costs (i.c., movements that make no
contribution to delray the incumbents’ joint and common costs) into movements that make a
contribution to defray the low-density segment’s joint and common costs, while simuliancously
failing to cover the high-density scgment’s variable costs. In other words, Original ATC unfairly
benefits low-density segments to the disadvantage of the high-densily segment  The application
of Madified ATC climinated this glaring shoricoming inherent to Onginal ATC.

While we acknowledged in our OVS that the proposed Aliernate ATC formula would
partially correct this particular problem, we also showed that its apphcation can lead to illogical
results on both low rated and high raicd moves  Specifically, application of Alternatc ATC on
low rated moves where revenues slightly exceed variable costs can result in the illogical result
where all movement contribution is allocated to the low density scgment. Similarly, application
of Alternative ATC on high-rated movements produces the counterintuitive result that the low-
density scgmen! carns more per-mile profit than the high-density segment afier both segmenis
have recovered their full (variable plus fixed) costs.

The Railroads individually and collectively replicd 1o our OVS with several unfounded
and unsupporied criticisms, and mischaracterizations of our evidence. We respond to the

Raulroads critique below.
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A. ALTERNATE ATC FAILS
TO ADDRESS THE
BOARD’S ORIGINAL
INTENT IN MAJOR ISSUES

In its reply comments, AAR cites Major Issues® in support of the use of Original ATC or
Alternate ATC over Modilied ATC:

“By allocating revenues based on average lotal cosi, the Board’s intent
was 10 cnsurc that low density line scgments, with their higher average
total costs. are allocated relatively more revenue from cach individual
movement than the high density scgments. becausc low densily segments
have fewer movements 1o help cover the fixed costs.”™

What the AAR failed 10 mention, however, is that all three ATC formulae meet this
requirement. Low-density sepments arc allocated relatively more revenue than the corresponding
high-density segments under Modified ATC just as they are under Original and Alternate ATC
The key difference 1s that Modified ATC makes this allocation while simultancously adhering 1o
other important economic principals. Onginal and Aliernate ATC do not.

AAR further claims that “Modified ATC . fails to achieve the Board’s goals in
allocating cross-over traffic revenuc n relation to the defendant carmer’s relative costs of
providing scrvice ™ In actuality, Modificd ATC ensures that all scgments’ variable cosls arc
covered before allocaling revenuces 1o defray joint and common costs to any segment. Oniginal
ATC does not. Morcover, Modified ATC cnsures that revenucs 1n cxcess of variable plus
allocated fixed costs are allocated in a reasonable, equitable, and rauional manner. Once again,
Alternate ATC does nol.

In a serics of decisions following AMajor Issues, the Board has made clear that its intent in

Major Issues was to adopt a revenuc allocation methodology that (i) rcasonably allocated

2STB Ex Pane No 657 (Sub-No. 1), Major Issues in Renl Rate Cases, served October 30, 2006 (“Major Issues™)
7 AAR Reply Comments, p. 10
* AAR Reply Comments, p. 9.



revenues between high density and low density segments, (i1) used the incumbent camer’s costs
in making the revenue allocation, (iii) ook into account economics of density; (iv) did not
produce illogical or unintended results when measured by other basic principles of railroad
economics; and (v) was suitable for use in both Full-Stand-Alone Cost (“SAC™) and Simplified
SAC cascs.’ Modified ATC meets cach of these objectives, but as we explained in detail i our
OVS, Alternative ATC docs not.

B. ORIGINAL AND ALTERNATE ATC

SYSTEMATICALLY BIAS THE

REVENUE DIVISION RESULTS IN
FAVOR OF LIGHT DENSITY SEGMENTS

The AAR claims that Modified ATC “systematically biases revenue allocation in favor of
high-density segments, apportioning them a larger share of revenues than is warranted.™ BNSF
makes a similar claim at page 3 of its Reply Comments, while also restating on page 16 of its
Reply Commenis that Modified ATC “double counts” variablc costs. UP makes a simlar
assertions at page 10 of its Reply Comments regarding alleged biases in Modified ATC, while
also claiming that we never demonstrated Modified ATC would leave sufficicnt revenue for off-
SARR movements to cover their costs.

These slatements are incorrect and inconsistent with the demonstrations we made in our
OVS. Modificd ATC docs not bias revenue allocation because it produces reasonable and
predictable resulis when applied to the entire universe of railroad movements In contrast, both
Original and Alternate ATC display clear bias when applicd Lo nearly all rmlroad movements

Original ATC is demonstrably biased in favor of low-density segments when applied 10 low-

S Sce, ¢ g, Western Fuels Ass'n Inc, and Basm Eleciric Power Cooperative v. BNSF Ry Co , STB Dockel No
42088 (STB Deccision served Sept 10, 2007) at 11-14, {STDB Decision served on Feb 29, 2008) a1 4-5; (STB
Decision served Feb. 18, 2009 at 12-15, and (STB Decision served June 15, 2012) m 6-10

¢ AAR Reply Comments, p 8,
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raled movements, and Aliernatc ATC is demonstrably biased in favor of low-density segments
when applied to some low-rated, and all high-rated movements 7

Indeed, the fact that Altermite ATC is being considered as a viable replacement for
Original ATC is a classic cxamplc of detcclion bias. Delection bias anises when a narrow
scgment of the population 1s observed. When Alicrnate ATC is applicd to the low-rated
movements for which Onginal ATC 1s known Lo be a problem. it appears to be a viable solution
to the problem However, when Alternate ATC 1s applied to the full population of railroad
moves 1t becomes apparent that while Aliernate ATC effectively masks the bias inherent in the
Original ATC on a narrow band ol movements, it docs not mask the bias on some low-rated and
all high-rated movements.

In our OVS, we demonstrated that Alternate ATC does not fully address the Original
ATC formula shortcomings (bias), but rather hides them when applicd to a narrow segment of
the overall rallroad movement population. When the STB first discovered the bias inherent in the
Original ATC formula, 1t developed a sound remedy for the unforescen problem — the Modificd
ATC formula. There is no need or justification for abandoning Modified ATC for an obviously
flawed Aliernate ATC. The AAR simply wishes for low-density segments 1o be allocated as
much revenuce as possible. It has not, nor can it demonstraic that any specilic amount of revenue
is “warranted™ on any move or set of moves

BNSF goes [urther and also makes a half-hearted attempt to discredit the demonstration
in our OVS that Alternatc ATC “over weights” the fixed cost component of ATC as revenues

increase. Specifically, BNSF states that:

7 See OVS, pp 22-23

® The classic example involves diabetes znd obesity. Doclors are more likely to screen for dinbetes in patients who
arc overweight than in patients who are no1. The skewed detection efforts lead to infinted diabetes raies nmong
obese patients and deflated diabetes rates among patiemts who are not obese.
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“Some of the [Crowicy/Fapp] Tables are pure nonsense. Table 2 of
Crowlcy/Fapp purports to show that Aliernative ATC "overweights” fixed
cosis by comparing the cxtent to which flixed cost arc a percentage of total
costs to the extent to which fixed costs are n percentage of revenue. This
invented metric is meaningless The fact that fixed costs become a smaller
percentage of revenue as revenues increasc above lotal costs is not an
indication of "overweighting." Although the Table does not report it, the same
cffcct occurs with variable costs, as revenues increase above total costs,
variable cosis also become a smaller percentage of revenue. Messrs. Crowley

and Fapp have therclore “demonstruted” that borh fixed and variable costs are
“overweighted.”

BNSF distorts our position. We are not demonstraung that “hoth fixed and variable costs
arc ‘overweighted.” On the contrary, we are demonstrating that fixed costs arc over weighted
while vanable costs are underweighted. Since there arc only two components being “weighted”
in the formula. if one is over weighted then the other is necessanly under weighted. As the text
surrounding the table in question makes clear, vanable costs provide for a much more rcasonable
allocation metric than fixed costs to allocate the portion of revenucs in cxcess of total costs. We
show that afier revenues up 10 total costs have been allocated, there 1s no longer any need to
consider fixed cosls, and in fact by doing so the results are demonsirably biased in favor of the
low-density segment. Therefore, for any movement with revenuces 1n cxcess of total costs, both
Original and Alternatc ATC, and 10 a lesser extent even Modified ATC, over weights fixed costs

BNSF also restates its claim that Modified ATC “double counts™ variable costs. As we
cexplained in our OVS, the double count contention is incorreci from an cconomic perspective
because the purposc of Modified ATC is not to allocatc {or weight) costs, but instcad to
equitably allocate revenues between the on-SARR and off-SARR portions in a reasonable and
logical manner '® Modified ATC is based on the simple and singular premise that the revenue

required to cover variable costs associated with a given movement must be allocated between the

? BNSF Reply Comments, p 21, note 40.
19 Sce OVS, pp. 15-18



on-SARR and of-SARR portions of thc movement beforc any contribution may be allocated.
Only when variable costs are covered can revenues above this level be considered.

Importantly, the second step of Modified ATC does not consider only the relative average
fixed costs of the two segments. This is correct becausc the sccond step of Modified ATC is not
iicnded to allocate average fixed costs between the partics — it 1s intended to allocate
contribution, which includes both fixcd costs and revenues 1n excess of ATC using a metric that
accounts for cconomies of density and diminishing returns thereto. It would be inappropriate and
theoretically unsound to allocate contribution based solely on the relative fixed costs of the two
scgments in question

Finally, UP* makes the claim that all of the examples we included in our OVS relied upon
singlc movements, and that we failed to show the impact of the different revenue division
methodologics when applied to all the cross-over traffic 1n a particular case !! UP believes if the
off-SARR 1mpact was viewed on an aggregate basis, it would show that the of-SARR revenucs
would be insufficient 1o cover the scgments’ cosls.

UP’s argument is nothing but a red herring for two reasons. First, the underlying
assumption of UP’s argument appcars to be the only traflic that moves over an incumbent’s
residual line segments in a SAC casc is cross-over traffic, and this cross-over traffic is
responsible for atl of-SARR scpments’ costs. Such an assumption is false. The residual
incumbent can have other traffic moving over off-SARR segments that ncver moved on the
SARR, and which would contribute to the joint and common costs of these of-SARR segments
In other words, other traffic is also contributing to these of-SARR segments and there is no way
10 test whether an of-SARR line segments’ costs are fully covered without looking at all the

trafTic on those segments, including cross-over traffic coming of the SARR and traffic that never

" See UP Reply Comments, p 10, 8.



moves on the SARR "2 The practical way Lo evaluate the impact of different revenue allocation
processes 18 through individual movements as we did w our QVS,

Second . UP presenis no empirical evidence demonstraung that application of Modified
ATC, or the other aliernatives to Onginal ATC and Alierative ATC we discussed in our OVS,
1o individual resulls in these movements not contributing sufficient revenues to cover a fair
share of their off-SARR costs. It is important to emphasizc here, as we did in our OVS, that
Modified ATC, and the other cost-based methods under discussion in this proceeding, arc not
allocating variable or fixed costs, but instcad are using cost-based meltrics 1o allocate real-world

railroad revenues

The amount of revenue being allocated depends not just on the cost-based
allocation metric, but the 1otal amoum of real-world revenuc that 1s being allocated using the
metric The facl that Modified ATC docs not allocatc as much revenue on through movements
with R/VC ratios grcater than 1 00 to low density hines (which can be residual incumbent lines)
as Original or Alternative ACT does not mean that Modified ATC allocates insufTicient revenues
to cover a fair share of the costs associaled with transporting the cross-over traffic on that

segment, 1t just means that it allocates less revenue than Original or Alternative ACT'S.

C. THE RAILROADS’
CHARACTERIZATION

OF OUR PROFITABILITY
ANALYSIS IS ERRONEOUS
In an attempit to discredit our Opening stalements and supporting analyses, the Railroads

repeatedly mischaracterize our statements.  For example, Mr, Baranowski slates that after a

movement’s calculated fixed cost allocation has been covered, “The remaining contribution

12 11 is for the sume reason the STB found that requiring a shipper 1o construct o SARR without using cross-over
tralTic would quickly devolve 1o requiring the shipper to recreate nearly the incumbent’s entire sysicm. As
addiionnl traffic 1s added, n would become necessary 1o test the down-stream impacts of that additional wralTic unul
ending up 1n o cascading effect of iesting the impact on the incumbent’s entire network

" Sec QVS, P. 17.



above variable cost — which Crowley/Fapp refer to as *profit’ (but is really contribution to fixed

costs).”"* Mr, Baranowski goes on-

“The revenues that a railroad cams on a movement in excess of the
movement’s variable cosis are not a railroad’s ‘cconomic profits.” They
arc the movement’s contribution towards the railroad’s fixed costs. If and
only il a rallroads’ revenue cxceeds its total vanable and total fixed costs,
including its cost of capital, does a railroad earn an economic profit. Thus,
“profit” cannot be measured by comparing revenue Lo variable costs for
ndividual movements.”'?

The problem with Mr Baranowski's statcment is two-fold. First, it is inconsistcnt with
ihe Railroads® prior statements aboul the profiiability of individual and collective movements.
All of the Railroads have made numerous statements about the profitability of individual or
collective commodity movements.'® For example BNSF President and CEO Mauthew Rose
called the BNSF's PRB coal movements “the most profitable commodity we haul.”” UP (then
CEO Richard Davison) made a similar comment about UP’s coal movements:

“ ..based on our all in cosl, capital requircment,
whatever clsc goes into 1t 1o meet an accepiable
profitability standard for us. As | said many, many
times coal was the sccond most profitable
commodily we handle.”'®

The western Class | railroads are not the only railroads making profitability claims about

spectfic traffic. Their eastern counterparts CSXT and NS are also measuring profits on individual

" Barunowski VS, p 9 See also relaied statements at AAR Reply Comments, p. 9; BNSF Reply Comments, pp
19-22, UP Reply Comments, pp. 8-9.

¥ Baranowski VS, p 9. fn 7. We note that Mr Baranowski is in effect saying that a rail carrier earns no economic
profits untl 1he carrier achieves “revenue adequacy™ us generally defined by the Board.

" Baranowski’s reference 10 “economic profit” is really just an attempt to misdirect the Board  All of the ATC
division methodologics we discussed in our OVS use the STB's URCS Phase 11[ variable costs, which includes
the current ratlroad industry cost of caputal in the return on investment components of the variable cost estimation,

"7 Matt Rose Meets with Workforce at Town l1all, Powder River Reflecuion, Sept./Oct. 2003 at page 6.

" 3Q 2003 Union Pacific Earnings Conlerence Call — Finnl, Newsroom, Financial Disclosure Wire, October 23,
2003 at page 8
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movements and commodity groups. In discussing its coal business, NS Chicf Marketing Officer
and Executive Vice President Donald Scalc stated:

“And, I'll give you a couple more examples of that
is in the fourth quarter alonec, we handled an
increase of abowt 5,000 carloads of additional coke
and iron ore traffic It's good busincss, and it's very
profitable business for us. .”"

Mr. Scalc stated n a later conference call that specific intermodal movements are also very
profitable for the NS

In intermodal, and let mc takc that first. In
intermodal, as I've mentioned in my comments, we
continuc to have increased local Eastern highway
conversions that tend 10 be shorter-haul, profitable
business...?

CSXT CEO Michael Ward also had similar comments about the railroad’s highly profitable
domestic and export coal business:

This is Michael, let mc address that one, Matt. As
we look, we look at -- we love our Coal business,
we love our Export Coal business and we love our
Uuliy Coal business. 1 think you're nght, there was
a mispercepuion oul there in the marketplace that
somchow that Export Coal was cxtraordinarily
profitable versus our regular Utility business. Both
of them arc profitable and fairly similar in their
profitability 2!

Wc have included in our workpapers to this rebuttal verified statement additional

statements made by the Railroads regarding movement and commodity specific profitability.

' 4Q 2010 Norfolk Southern Corporation's Eamings Conference Call. hup-#/seckmgalpha com/article/248632-
aorfolk-southern-s-ceo-discusses-g4-20 | 0-resulis-carnings-call-transeript ?pari=single

% 2Q 2012 Norfolk Southern Corporation Earning Conference Call hup /seekingalpha com/aruicle/74554 1-norfolk-
southerm-management-discusses-Q2-20 1 2-results-earmings-call-transcript

21 3Q 2011 CSX Carporation Earning Conference Call hup.//seekingalpha com/anticle/300599-csx-s-ceo-discusses-
q3-201 | -results-carnings-call-transeript
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We must assume that these various railroad cxccutives are not intenuionally misleading therr
custoimers, stockholders and the investment community about their ability to calculate profits al a
movement specific level, but rather they can and do measure profitability at levels well below the
company-wide basis alleged by Mr. Baranowski 2

Second, it was the STB that dcveloped the concept of calculating ATC for individual
movements, and by implicauon, individual movement profits. We refer 1o revenuc above
variable costs as contribution, and variable plus average fixed costs as ATC  Our dcfinttions of
variable cost, fixed cost, total cosi, revenuc, and contribution are therefore consisient with the
definions the STB has used to frame the issuc from its first discussions of thc ATC
methodology in Mgor [ssues. 1f revenue cxceeds variable costs, there 1s contribution. If
revenue exceeds average variable costs plus average fixed costs, there must be an average profit
on the movement [t 1s illogical and disingenuous to argue that onc can calculate the average
variable costs, average fixed costs and ATC for a movement, bul not the profitability for that
movement  Once the decision is made to allocate unatinbutable fixed costs to specific
movements when determining ATC, one cannot unring the bell and say anything exceeding the
movement's ATC is not allocated profit.

D. THE REVENUE DIVISION

METHODOLOGY SHOULD
CONTINUE TO BE BASED ON THE
INCUMRBENT’S RELATIVE COSTS

CSXT/NS state in their joint Reply Comments that-

2 Ihe funher impheation of Baranowski's asscrtions ubout profitability is that  railroad company cannot be
considered profitable until 1t is revenue adequate, e.g, generaies o relun above all of 11s costs, including cost of
capital, which 1s inconsisient with the railroads’ statements about their companywide profitability.



“A proper cosi-bascd cross-over revenue allocation methodology would
us¢ the SARR's vaniable costs rather than the carrier's system average
URCS costs.™?
As we discussed in our OVS, the Board correcily decided in Mayor Issues to utihize the
incumbent’s variable costs, not the SARR's variablc costs, in allocating the incumbent’s cross-

over traflic revenues. %

E. ALTERNATIVE REVENUE DIVISION
APPROACHES EXIST

In responsc 1o the Board's invitation, our OVS included three alternatives 1o the Modificd
ATC and Alicmative ATC revenue division methodologies. The first alternative was Corrected
Modified ATC. In this model, the Modified ATC formula 1s applied, but the fixed cost
component of total costs is adjusted to reflect the fact that fixed costs per route mile arc not
uniform across a railroad’s system More specifically, Correcled Modificd ATC [ixed cost
allocations are calibrated to reflect the higher relative fixed costs per route mile on high-density,
mulliple-track segments of rail This 1s done by basing the average fixed cost allocation on
track-miles rather than route-mules for the on- and of-SARR segments.

We also discussed the usc of a Three-Step ATC approach that would allocate revenues
based on the ability of a movement to cover its variable and fixed costs  Finally, we suggested
that ATC is no longer required because the STB’s own study indicated economics of density
have been exhausted in the industry.

All of the revenue allocation methods we reviewed in our OVS, including the Modificd
ATC, Corrected Modified ATC, Three-Step ATC, meet the STB’s twin principles for a fair and

rcasonable revenue allocation. First, they cnsured the on- and of-SARR scgments vanable costs

B CSXT/NS Reply Commems, p. 21.
H See OVS, pp 42-44
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of service arc covered beforc allocating any contribution available on the whole movement
Second. they reflect the economics of density inherent in the ruilroad industry by basing the
revenue divisions in part on cach segment’s average fixed costs. 2 Moreover, we demonstrated
in our OVS that the resulis of the proposed revenue allocations were reasonable and logical
across all ranges of revenues, not just the limited range around where & movement’s revenues are
cqual uts vanable costs In contrasi, Original ATC produces unrcasonable results on low rated
movements and high ratcd movements, while Alternative ATC produces illogical results on
some low raied and all high revenue movements. The Railroads attempt to refute these
mecthodologies by claiming that our approaches arc inconsistent with STB precedent and railroad
costing practices. In aciuality, it is the Railroads’ arguments that are inconsistent and self-
contradictory as explained below.

1. Corrected Modified ATC

The AAR, through Mr Baronowski, claims that our Corrected Modified ATC is
incorrect because allocating fixed costs on a track-mile basis makes less sense than allocating
fixed costs on a route-mile basis. However, he offers no quantiative analysis that supports his
position. In fact, thc argument he puis forth actually provides support lor our proposal to
allocate fixcd costs based on track-miles.

Mr Baranowski states, “Costs that Messrs Crowley and Fapp would have the Board trcat
as fixed costs are not, in fact, fixed; but insicad they are variable with density™ and that “system
average fixed costs (1 ¢, costs that do not vary with volume) arc the same for high and low
density lines, by definition.”® It appears that Mr Baranowski has misinterpreted both URCS

and the decisions he cites. Although total system fixed costs do not vary with overall volume

B The Vurmble Cost Allocation appronch also meets this principle if the STB's expert consuliants Chrisiensen are
correct and 1he Railroads have exhausted their economies of density.
* Barnnowski Reply VS, p 2, ciung Mayor Issues and Xeel.
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changes, how the fixed costs are allocated across the system (which is arbitrary by definition)
docs not require that fixed costs must be assumed to be the same across all scgments on a per
route mile basis

Mr. Baranowski also claims that allocating fixed costs based on track miles overstates
fixed costs on high densily lines 2 Mr. Baranowski provides no support for his declaration [n
contrasl, as we demonstrated in our OVS, a ten-lane super highway has greater fixed costs per
mile than a onc-lane country road, a high density rail segment in the Powder River Basin
("PRB") has higher fixed costs per mile than a low density linc that may sce two or three trains
per day. 28

The simple rcason for this 1s high-density lines have on average greater fixed investment
and fixed operating costs than the low density hines. By definition, fixed costs arc costs that
must be patd cven if the firm decides 1o produce zero output. A multi-track, fully signaled line
segment will have greater fixed costs than a single line track 1n dark territory even if no trafTic
moves over either track. This 1s because even absent any output (e g., traffic), the multi-track
territory will incur higher costs due to required, non-density specific operating requirements
(signal inspections, line inspections, etc.) and opportunity costs on n-place investment.’® These
arc costs that are incurrcd by the railroad even if one piece of traffic does not move over a line
At the same time, these costs arc not uniform across a railroad, but rather differ with the amount

of investment used along cach segment

*? Baranowski Reply VS, p. 2.
M Sec OVS at pages 33 and 34

¥ See Vanan, 11 R., “Intermediaie Microcconomics: A Modem Approach,” Eighih Edition, W W, Norton &
Company, 2010, p 350.

Some may argue that this point is only true in the short-run, but not the long-run. But in the long-run, all costs are
variable, so the distinction between short and long-run costs is moot
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To further support his claim, Mr Baranowsk: also makes scveral observations, nonc of
which makes his case  Firsi, he states that, “alihough Crowley/Fapp focus only on track miles
and track related facilitics, URCS fixed costs include a variety of other costs that bear no relation

t0 the densities or track miles over individual segments.”!

Rather than refuting our point, Mr.
Baranowski is actually conceding that URCS fixed costs do include a varictly of costs that bear
rclation 1o the densitics or track miles over individual segments (cven .if others do not, as he
claims). As support for his position, Mr. Baranowski includes at Table 1 a statement that “only”
43 10 45% (nearly half} of fixed costs are relaied to running track ownership and maintenance.”
In other words. he concedes nearly half of these costs arc related to track-miles and not rowe
miles Even 1 we accept his asseruion that slightly more than half (55 10 57%) of URCS fixed
costs are unrclated to track-miles, his concession that the other half are related to track-miles
utterly contradicts his prior statement that “system average fixed costs are the same for high and
low density lines, by definition.”

However, based on a cursory review of’ Mr. Baranowski's table, sevcral things become
clear Specifically, several of the “other” fixed cost components arc obviously related 1o track
miles as well. The fixed costs for “road operations™ is the next largest category (20 to 21%). It
is logical thai fixed costs for road operations arc greaicr on segments with more than one (1)
track than a single line track ~ more tracks cquals more trains®® equals more road operations
cosls.

Like road operations, the investiment and maintenance for yard operations (5%) will be

greater for yards near rail lines with multiple tracks than single line tracks In other words, rail

lines with multiple tracks lead to larger yards (with more tracks) than rail lines with single

3! Baranowski Reply VS, pp 2-3
% Raulroads only add track to segments where the density warrants it
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iracks. Therefore, secgments with a higher number of tracks corrclate 10 yards with higher
number of tracks More tracks means more fixed costs, which, 1n turn, means that the {ixed costs
arc more closely related to track miles than route-milces.

Similarly, switching track ownership and muintenance costs (10 to 17%) are greater for
segmenis with more switching tracks, which are likely to bc high-density, muliple-track
segments  Thus, between 78 to 88 percent of fixed costs arc directly or indircctly correlated to
track-miles. Mr Baranowski’s table also does nothing Lo support his position that fixed costs arc
more closely relaied to route miles than to track miles

Next, Mr DBaranowski claims that, “because of economies related 10 individual
componenls of raillroad track infrasiructure, railroad road property invesiment 1s not linear with
the number of iracks.”® While perhaps not linear, Mr Baranowski cfTectively concedes that
railroad road property investment differs  with the number of tracks (even if it is nor linear), and
certainly more reflective than investment per route mile as currently assumed Mr Baranowski’s
poswion is based on his descripion of right-of~way, roadbed, culverts, bridges and
communmication sysiems.’’ Specifically, he claims that, “[blccause multple running tracks ofien
share the same roadbed and infrastructure, the cost of constructing a double track main linc are
less than twice those of single track.™* The implication 10 this statement 1s, despite the fact that
multiple running tracks oficn share the sume roadbed and infrastructure, the cost of constructing
a double track main line are necessarily greater than those of single track. In conirast, the STB's
current approach incorrectly assumes there is no change in costs with changes in track structure,

which is clearly incorrect.

¥ Baranowski Reply VS, pp 2-3.
¥ Barnnowski Reply VS, pp. 4-5.
* Baranowskt Reply VS, p 4
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Excluding communication sysiems, all ol the items Mr Baranowski discussed have
increased costs with increased tracks  While the cost increases might not be  direcily “lincar,”
the costs do increase in contrast to the current assumption that they do nol change at all. An
allocation of the changes 1n the fixed costs for those items will more closely track changes in
track-miles than routc-milcs, by definition. The real issue is that fixed costs, under URCS, will
increasc with increases in tracks per mile, not that the cost increase has to be lincar with the
increasc in tracks. What Mr Baranowski appears to be claiming is that the linear variability n
URCS 1s incorrect for road property investiment and mantenance. However, the issuc was
argued in Ex Parte 431% and the ICC determined that hinear variability was appropriate

2. Three-Step ATC

The second alternative we proposed was Three-Step ATC. In the first step of this model,
movement revenues up to URCS variable cosis are allocated based on the ratio of on-SARR 10
total movement variable costs. In the sccond step, revenues in excess of vanable cost (if any) up
to average fixed costs are allocated based on the ratio of on-SARR 10 total movement fixed costs.
Therefore, revenues up to total costs are allocated bascd on total costs in the first iwo steps  In
the third step, after total cosis have been fully recovered and allocated based on the ratio of on-
SARR to total movement total costs, revenues in excess of total cost (il any) are allocated based
on the ratio of on-SARR 1o 1otal variable costs

The Railroads objccled to Three-Step ATC as a viable revenue division mode) based on
arguments presented by Mr. Baranowski who stated that:

“Three Step ATC is essentially a vanaiion of
Corrccted Modified ATC that further suppresses the

effccts of density n the crossover revenuc
allocation process as contribution above variable

% [Ex Parte No. 43| (Sub-No 1), Adoption of the Uniform Railroad Cosling System as a General Purpose Costing
System for all Regulatory Cosuing Purposes (5 1.C C 2d, 894).
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cost increascs and reduces the amount of crossover
revenuc  allocated 1o the lower density linc
scgmcnls."“

Mr. Baranowski states that the Three Step formula does not give adequate “weight” 10 the
densities of the on- and of-SARR portions of cross-over movemenis in the revenuce allocation
process, and that the methodology “turns the Board's Original ATC revenue allocation formula
on its head by allocating more revenuc based on variable cost, which does not include a density
con*aponcnt."‘“I

Mr. Baranowski’s long critique boils down 1o two points  First, he asserts Three Siep
ATC places too much weight on variable costs and not cnough on density related fixed costs, and
second, it starves the residual incumbent by not recovering fixed costs. Mr. Baranowsk:’s
ciitique is incorrect.

Three-Step ATC does not place too much weight on variable costs because 1 clearly
allocates revenues based on both variable and fixed costs. 1t first makes the economically logical
decision to recover a segment’s variable cost belore making any contribution 1o fixed costs and
profits. Once, variable costs have been recovered, 1t then allocates revenues up to cach
segment’s fixed costs bascd on the relative fixed cost of each segment  There is nothing 1llogical
about these allocations since they are based on logical and econonncally justified metrics.*®

Implicit in Mr. Baranowski’s argument is that low-density segments should recover their fixed

costs prior 10 high density segments. There is no logical reason for such an allocation method.

¥ Baranowski Reply VS, pp 5-6.

% Baranowski Reply VS, p 6.

» Additionally, Mr Baranowski's’ clmim that URCS docs not take into consideration density 1s not accurate URCS
variable costs reflect density in any cost component that determines variability based on regressions that utilize track
mnles as u component in the regression, which measures the variability based on the relationship of the trnck miles to
the appropriale service unit



Mr. Baranowsk is also critical of Three-Step ATC because he belicves it inappropnately
allocates revenue in cxcess of total costs (1 ¢, revenue left over after the incumbent’s total
variable plus fixed costs have been covered) without regard for the relative fixed costs of the
movement segments.  As discussed above, Mr Baranowski cither fundamentally misunderstood
our definition of profit or he intentionally misconstrued it in an attempt to make his point

Mr. Baranowski also belicves the Three-Siecp ATC approach will slarve the residual
incumbent of revenues sufficient o cover its fixed costs.
“A revenuc allocation that does not capwure properly the cconomics of
density will leave the [presumed low-density] residual incumbent in SAC
cases without adequate revenues 1o cover its fixed costs -- and therefore to
sustain the network that feeds crossover traffic that the [presumably high-
density] SARR depends on,™ 0

Such a position is contradictory 10 the basis of the Three-Siep process. which ensures
fixed costs for both segments are recovercd before any cxcess revenues above ATC is allocated.
In other words, il revenues exceed ATC [or the entire mavement, in ensures that both the on- and
ofl-SARR portions of the movement recover their variable and lixed cosis. Once apain, Mr.
Baranowski falls back to the position that a low-density line should recover its fixed costs before
a high-density line recovers its fixed costs.

3. Variable Cost Allocation

The third alternative was Variable Cost Allocation. As the name implies, this model
allocates all revenues bascd on the ratio of on-SARR 1o total movement variable costs. The

Ralroads characterized this model as a “collateral attack on ATC.™' Far from being a collateral

attack, the proffered Varable Cost Allocation approach simply acknowledges that the STB's

*® Buranowsk: Reply VS, p LL.
*! Barnowski Reply VS, p. 11

-19-



own experts have poinied out that the Railroads have likely exhausted their cconomics of
denstty, and climinating the need for ATC divisions.*?

As we indicated in our OVS, the STB stated in Mayor Issues that a revenue allocation
methodology that relics primarily on variable costs to allocate revenue fails to take into account
the cconomies of densitly that characterize the railroad industry. This is not the case however,
when a railroad has exhausted its economics of density. In the situation where economics of
density have been exhausied, a variable cost based approach would provide revenue allocations
that are functionally equivalent to thosc based on ATC. ® Laurits R. Christensen Associates,
Inc. (“Christensen™), in a study commissioned and adopied by the STB to study competition
within the railroad indusiry, concluded that the large individual Class I railroads have effectively
cxhausted their economics of density.

Far from being a collateral aitack, our OVS simply pointed out that the conditions the
STB identified wherein a vanable cost revenue allocation approach would effecuvely equal an
ATC revenue allocation approach have been met based on the work ol the STB’s own experts. In
other words, if the STB accepts the Chrisiensen Report's conclusions, as 1t has appeared to, then
it must accepl that a variable cost allocation approach will on average equal an ATC approach.

The Railroads aiso claim that the Christensen Report’s conclusions of economies of
density arc irrelevant to cross-over traflic revenue divisions since the Christensen Report only
locked at system average figures and not individual movements, which are of interest in cross-
over traffic divisions. In cssence, the Railroads are discounting the results of the Christensen

Report because they are system average {igures. However, ATC division percentages depend

2 Comirary 10 the AAR's belligerent reference, the Chrisiensen Repont did not look at economies of density m the
industry has & whole, but also looked nt the econommes of density for the largest U S based Class | railroads
individually

9 See OVS ot page 38.
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upon system average figures themselves, whether they be unadjusted Phase 111 URCS vanable
cosis or system average fixed cost per mile. The Railroads are disingenuous by arguing that
system average [igures can be used in one instance when it helps their argument, but 1gnoring
systcm average results in the form of the Christensen Report conclusions when it contradicts
their desired results.

The AAR also argues that “[i]f there were no remaining cconomies of density,
complainants would have no incentive 10 sclect 2 SARR route that departs from the incumbent’s

routc to take advantage of cconomies of density.”*

The AAR is jumbling concepts. A SARR is
a hypothetical construct that 1s designed in part 10 “takc advantage ol economics of density.”
How a SARR 1s construcied says nothing about whether economics of density have been
exhausted on real world railroad lines.

Additionully, even il a linc segment replicaied by the SARR is at capacity and economics
of density arc exhausted docs not mean there is not another line scgment that is more
advantageous  [f another available line segment can provide more revenue for the SARR due lo
a different mix of traffic, the alternative line segment should be chosen. A shipper in a SAC
presentation is not only allowed, but in fact encouraged, 10 build the most profitable system
available. As the STB explained 1n 1ts WFA/Basin decision.

WFA's choice to rcplace low-rated traffic with
higher-rated traffic is both logical and permussible.
Indeed, every choicc made by a complainant in
designing a SARR will be donc with an eye to
reducing the maximum lawful ratc produced under
the SAC test So long as the complainant does not
violaic any SAC rule or principle in the process, the

defendant carrier cannot complain simply because
the choice of the traffic group (which rests with the

* See AAR Reply Comments, p 12 (anternal quotation marks and citation omitted)
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complainant) is aimed 1o show the challenged rate

10 be too high *
The AAR has incorreetly confused a cost issuc (economies ol density) with a revenue issue,
which has led 10 its incorrect claim that there 1s no reason lor rerouting traflic if cconomies of

density have been exhausted

4 See WFA/Busin 2009, at p. 7
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II1. CROSS-OVER RESTRICTIONS

The STB believes that there is a material disconnect between the revenue allocated to a
SARR on single-car and multiple-car overhead cross-over movements and the costs incurred by
the SARR to transport this traffic. The Board’s proposed remedy 1s to limit the amount and type
of cross-over traffic a shipper may include in its SAC presentation.

As we demonstrated 1 our OVS, no maternial disconnect actually exists, and the Board's
proposal undermines the very foundation of a SAC 1est  All of the Railroads, but for CSXT/NS,
agree with the STB’s proposition on the alleged misalignment between SARR revenues and
SARR costs, and on the Board’s proposal to restrict the cross-over traffic. As we explain below,
the Railroads do not creditably support their position for a disconnect in SARR revenues and
costs, or for restricting cross-over traffic

A. THERE IS NO DISCONNECT
WITH CROSS-OVER TRAFFIC

In our OVS, we showed that the Board’s concerns about a supposed “disconnect”
between the amount of the incumbent’s revenuces that are atlocated 10 the SARR and the cost of
the SARR’s operations arc irrclevant from a SAC standpoint because revenue divisions arc
intended 1o allocate revenues to discrete segments of the incumbent’s end-to-end movements
based on the relative costs of the incumbent’s operauons over those segments and are not
intended to allocate revenues based on the SARR’s operations.

We also demonstrated in our OVS that even if the SARR's costs were relevant in the
revenue allocation process, there is no real disconnect between the revenues allocated 1o the
SARR and the residual incumbent and that any perceived disconnect is merely a recognition that
the Board’s URCS Phasc 11l costing model develops individual movement costs based on unit

costs that reflect the incumbent’s system-average operations  Finally, we demonstrated that il
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any disconneccts between URCS Phase 11 costs and costs actually incurred 10 move traffic
actually do exist, they are just as likely 10 be present on the of-SARR scgments as on the on-
SARR scgments.

Review of the Railroads’ reply comments reveals that only UP and BNSF even addressed
whether the perccived disconnect exists UP asscris the disconnect the Board is concerned about
docs not involve the “SARR’s operating costs,” but insicad involves “the Board’s concern , . .
the [revenuc| allocations are not accurately reflecting the costs of the services the incumbent is
providing on portions of the routc being replicaled by the SARR and the costs of the scrvices the
incumbent 15 providing on the portions of its route that are not being replicated by the SARR.™®
llowever, UP does not provide any analysis of why the revenue allocations arc not
“pccurate|].""

BNSF contends that the inclusion of carload cross-over trafTic together with the use of the
incumbent’s URCS variable costs 1n the ATC revenue division formula necessarily Icads to
distortions that result in over allocation of revenues to the SARR. BNSF opines that:

“Complainants typically assume thai the SARR will operate as a "“hook-
p y - - p - -
and-haul" railroad and thercfore will nol incur costs associated with
gathening carload traffic for placement on trains, switching carload traffic
in yards, train asscmbly and disassembly, and delivery of cars to their final
desunation, among others costs incurred by the incumbent railroad to
provide carload service. While the SARR avoids these costs for carload
traffic, ATC allocates revenues as if the SARR did incur these costs and
MMM assigns responsibility for stand-alone cosls among shippers on the
SARR, including carload shippers, as if the SARR incurred these cosis.”*®
BNSF obscrves that in circumstances where the SARR (or the residual incumbent)

operates tramns in “hook-and-haul” overhead service, it does not incur costs associatcd with

gathering carload traflic for placement on trains, train assembly and disassembly, and delivery of

“ UP Reply Comments, p 6
a7 Id
** BNSF Reply Comments, p 16

-24-



cars 1o their final destination (i.c., origin and termination swilching activities) DBNSF'’s
statement that ATC allocates revenues as 1f the SARR incurred these costs is flatly incorrect.
ATC allocales revenues bascd on URCS costs. URCS allocates origin and destination terminal
costs 1o the carrier that performs the terminal swilching operations.  As shown in our OVS
Exhibit No 3, the terminal switching costs assigned to carload traffic arc more than four-and-a-
half times greater than the terminal switching costs assigned to unit train traffic.*

BNSF’s observation that costs associated with swilching carload traffic in yards may be
allocated 1o rail segmenis where no such switching occurs is in cerlain instances correct. As we
discussed 1n detail in our OVS, URCS allocates 1&I switching costs on a per-mile basis. As a
result, some segments are over-allocated (&1 costs and other segments are under-allocaled 1&I1
costs. However, as we clearly demonstrated in our QVS Exhibit No. 3 and Table 4, the impact
of thosc costs on the variable cost allocation among scgments 1s miumal

BNSF also asserts that the alleged distortion on so-called “hook and haul” traffic results

from the fact “that the incumbent’s costs for the portion of the through movement replicaied by
the SARR will necessarily be overstated when average costs associated with the through
movement arc used” because “the Board docs not permut adjustments to URCS costs 10 reflect
the incumbent’s costs only for the portion of the movement replicated by the SARR."¥® In
other words, BNSF beheves that an inability to adjust URCS costs on only a portion of the
movement creates a disconnect In actuality, BNSF's position is an attack on the STB’s
dccision to use system average Phase lil variable costs in the calculations. The Board
determined il 15 appropriate Lo use the icumbent’s syslem average costs for the on- and ofl-

SARR portions of the movement, so the attack here is on the Board’s choice 10 usc system

9 83/18=4.6] and 97/21=4 62
% BNSF Reply Comments, p. 17.
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average cosis rather than movement specific costs. If there is a mismatch between revenues and
costs. the answer 1s not to remove the iraffic from the SARR, but 10 make adjustments to the
URCS variable costs to account for any differences.

Finally, BNST is the only railroad that atiecmpts to respond o our opening demonstration
regarding the hmited effect of removing I&1 costs from consideration in calculating cross-over

traffic divisions.”'

Sce OVS at 48-51 and Exhibit 3. In particular, BNSF suggests that our
demonstration that excluding 1&1 switching costs has Litle impact “is beside the point because
the costs associated with carload traffic that are avoided by the SARR are not limited to URCS
system-average swilching costs.”>* BNSF adds that “[tJhe SARR is handling the raffic as if it
were trainload traflic, with all of the efliciencies associated with trminload trafTic, but the URCS
variable costs used in the revenue allocation are calculated as if the SARR were transporting
carload raffic.”?

BNSF's argument is unavailing. Any perceived disconnect cannot relate to differences
between how the SARR and the incumbent operate since their operations arc cssenuially the
sume. Where the incumbent provides overhead service, the SARR provides overhead service on
the selected traffic as well. Morcover, onc of the largest efficiency factors that drives the
difference between costs for trainload and non-trainload traffic is interchange costs ¥ But, under
the STB’s ATC approach, inicrchange costs between the incumbent and the SARR are removed
from the ATC calculation so any interchange-related cfficiencies are climinated. The remaining

primary difference between trainload and non-tramnload costs comes back 10 1&I related

switching costs, which we showed in our OVS has no real impact.

5! See QVS, pp 48-5) and Exhibi1 3,

%2 See BNSF Reply Comments, p. 18.
e

%! The STB's Phase 111 URCS mode) assumes unit trmin movements incur 50 percent of the swatch engine minutes
per interchange swiich that single- and muluple-car shipments incur,
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B. REVENUE DIVISION
METHODOLOGIES CAN ADDRESS
ANY PERCEIVED DISCONNECTS

As we discussed in our OVS, if the Board perceives a problem with the way its revenue
allocation methodology allocales revenues to mcumbent segments, it should address the
perceived methodological shortcomings rather than avoiding the problem through the
implemenitation of broad cross-over traffic restrictions in an effort to render the issuc moot

1. The Board’s Proposed

“Solution” Is Disproportionate
To The “Prablem” It Perceives

Bascd on the supposed distortions that it perceives arc caused by the use of system-
average URCS variable costs 1o allocate revenues to the SARR and residual incumbent, BNSF
concludes that, “Eliminating cross-over traffic in Full-SAC cases is also the simplest and most
straight-forward way of dealing with the particular distortions created by the use of carload
traffic as cross-over traffic **° Similarly, UP asserts that, “the Board should prohibit the usc of
cross-over traffic entirely because any method of allocating cross-over revenue is necessanly

arbitrary,™8

The Railroads® proposed self-serving solutions may be clean and casy 10
implement, but they are an overrcaction 1o a relatively minor “problem” and are wildly
disproportionatc to any small disconnect they arc intended 1o avoid.

2. Problems With URCS Costs Should
Not Limit Cross-Over Traffic

The Board concluded in Major Issues that results based on sysiem-average URCS cosls,
while imperfect, were not discernibly less reliable than resulis based on movement-specific

adjustment to URCS costs in calculating total movement vanable costs. The STB further

55 BNSF Reply Comments, p 14
% UP Reply Comments, p. 6



concluded that the costs and time associated with the complex movement-specific adjustments
served to unnecessarily complicate the analysis without producing materially different results.”
Finally, the STB concluded that:
“And in proposing to include additional inputs in URCS Phase 111, or more
generally, that we reexamine the entirc URCS system, the carriers request
a change to the URCS program. That should only be considered in a
separate rulemaking procecding, where the specific proposal(s) would be
subjected 1o public comment and, i adopied, uniform application.™*®
The Board's sentiments and siatements in s Mayor Issues decision are no less valid
loday than they were then [f the Board or the partics belicve the URCS program inadequatcly
reflects the costs for certain movements or movement segments, the solution to the problem is
clear: the URCS program should be updated and adjusied to determine costs more accurately.
The Board's proposal to eschew the pursuil of the clear and obvious solution to its
perceived problem (adjusting the URCS formula) in favor of taking acuons designed to avoid the
problem (limiting SARR access 10 cross-over trafiic) 1s troubling. Furthermore, the proposcd
cross-over traffic restrictions would mtroduce far more uncertainiy and umprecision than they
would solve. UP claims that.

'he Board remains frec 1o prohibit the use of cross-over traffic when it
lacks confidence that the benefits from that device ouiweigh the costs of
uncertainty and imprecision. By restricling the use of cross-over trafTic,
the Board can be confidem that it will obtain more accurate, relable
results than if it tried 10 address 11s concerns through a less direct, more
expensive cffort 10 modify URCS.™*®

UP’s scli-serving statements are clearly intended 1o obfuscate the issue in hopes that the
Board cannot sce the forest for the trees. UP’s statement improperly couches the issue of

obtaining accuraic, rchablc results in the narrow context of revenue divisions on cross-over

7 Scc Mayor Ivsues, pp. 51-58.
58 Aajor Issues, p 59
5? UP Reply Comments, p. 7
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iraffic. The Board’s objective should be to achicve accurate, reliable results ar the end of the
SAC analysis. The revenue division formula produces results that feed a key part of the overall
development of revenuces and costs that ultimaiely determine the reasonable rate level applicable
10 the issue movement, bul revenuce divisions alone do not make a SAC case.

There are many individual revenuc and cost componcnts that are calculated
indcpendently and that feed into the larger SAC model. Any one of them could be scrutinized to
the point where some input on some level could be called into question  If the Board were 10
simply discard any cost or revenuc input that could potentially be construed as less than
absolutely precise, there would simply be no components lefl in the SAC analysis framcwork.
As we discussed in our OVS, all models inhcrently incorporate some level of imprecision. If the
Board cannot accept some level of imprecision in its modeling exercise, the exercise is doomed
from the start.

If onc option is lo include cross-over traffic whose revenue divisions may not be
absolutely precise 1n every instance, and the other option is 1o exclude the cross-over traffic
entirely, it is clear that retaining the traffic, even with imperfect revenue divisions, will produce
far more accurate, reliable SAC resulis than climinating the traffic.

C. ASACTEST BASED ON
RESTRICTED ACCESS

TO CROSS-OVER
TRAFFIC IS MEANINGLESS

The Railroads and Mr. Baranowski assert that limiting the use of cross-over trafTic in
SAC presentations is consistent with the theory of contestable markets and CMP because cross-
over traffic is just a simplifying device. Therefore, its limitation docs not create a barrier to entry
upon the SARR. In actuality, the Railroads’ and Mr. Baranowski’s positions arc inconsistent

with the very theory of contestable markets and prior Board precedent. As we explained in great
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detail on our OVS, the concept ol barriers to cniry is not so limited as io include only costs
incurred by the SARR but not by the incumbent. A barmier o entry can also manifest in not
allowing the SARR 10 use the same production techniques available 1o the incumbent Moreover,
the STB has previously articulated this point by declaring in Coal Rate Guidelines that the SAC
constraint would be uscless if a shipper could not employ the same production techniques used
by the incumbent n grouping traffic 10 maximize cconomics of density. Finally, Mr.
Baranowski incorrectly states that ceitain prior cases did not wtilize cross-over traffic so 1t is
acceptable for current SAC cases to not usc cross-over traflic. We discuss these issues below

1. Railroads’ Assertions That
Restrictions On Cross-Over
Traffic Are Consistent
With Contestable Market
Theury Are Incorrect

At pages 53 1o 56 of our OVS, we thoroughly explained the underpinnings of CMP, and
its foundation 1n the theory of contestable markets. We also discussed in detail the concept that
contestable markets are defined by the accessibility 1o the market by new entrants, and ihat the
new cntrants, without restriclion, can serve the same markets and use the same productive
techniques as employed by the incumbent firms. We also demonstrated that restricting cross-
over traffic 1s inconsisient with the definition and concept of contestable markets since it would
restrict access 1o the same production techniques available to the market incumbent.

The Railroads and Mr. Baranowski disagrec with our clear factual conclusions, and
instead state that restricting cross-over traffic 1s not a barrier 10 cntry, and therefore not
inconsisient with contestable markel thcory. They basc their assertion on a statement made n
Major Issues in which the STB provided a partial defimition of the barriers 1o entry, bui ignored

other cases where the Board, or its predecessor ICC, provided a full definition of entry barricrs.
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The Railroads and Mr. Baranowski point to the statement madc by the STB in Major
Issues that one portion of the definition of a barricr to entry 1s a cost that a new entrant incurs
that was not incurred by the incumbent railroad. However, as our OVS clearly demonstrated, the
originalors of contestable market theory were not so limited in their definition of barriers. As
explained by Professors Baumol, Panzar and Willig, an entry barricr can be manifested as a cost
or as restriction 1o a production technique.
“We define a perfectly coniestable market as one
that is accessible to potential entronts and has the
following two propertics: First. the potential
cntrants can, withoul resiriction, scrve the same
market demands and use the same productive
tecchniques as thosc available to the incumbent

firms. Thus, there are no cairy barriers in the sense
of the term used by Stigler.”®

Our interpretation of entry barricrs as defined by Professors Baumol, Panzar and Wiltig is
not umque. We demonstrated 1n our QVS that other economists also interpret barriers to entry to
include limiting access to the production techniques used by the incumbent that would lecad to
cfliciency disadvantages available 10 the SARR.

“Very importantly for the theory of coniestable
markets, potential entrants arc able 1o imposc this
strong discipline on the incumbent only If they are
able to compete on cqual terms with no cost or
cfliciency disadvantages that would impose
barriers to entry "¢
The concept ol eniry barriers encompassing other aspects of SARR operations and

design beyond strictly incurred costs was also adopted by the ICC in developing the SAC test in

Coal Rate Guidelines. The 1CC recognized that barriers to entry could take forms other than

©gee OVS, p 54.
¢! See OVS, p 55 quoting Dr. Tve on the definitions of barriers 10 entry

-3~



simply costs. They could also take the form of any other limitation that would place the stand-
alonc cniry in a subordinate position relative to the incumbent carner:

“The costs and other limitations associated with

these entry and exit barriers must be omitted from

the SAC analysis 1n order to approximate the cost

structure of a contestable market "5
The ICC clearly understood that barriers to entry could manifest themsetves in forms other than
costs and could 1ake the forms of production technmiques used by the incumbent. As explained by
the ICC in discussing why it would be inconsisient to imit a SARR’'s ability to group traffic:

“The ability to group traflic of diflerent shippers 1s

cssential 1o thcory of contestability... Without

[traffic] grouping, SAC would not be a very uscful

1est, since the captive shipper would be deprived of

the benefits of any nhcrent  production

cconomies,”®
The quote above demonstrates that the ICC recognized that not allowing a stand-alone cnirant to
use the same production techniques available to the incumbent carrier would effectively create o
barrier to the entrant, and, more importantly, make the SAC iest uscless. {1 is painfully obvious
that the concept of a barricr (o entry 1s not resinicted Lo costs incurred by the SARR and not the
incumbent, but rather exiends to placing the SARR in a disadvantageous position relative 1o the

incumbeni

2. The Proposed Cross-Over
Traffic Restrictions
Serve As A Barricer To Entry

The Railroads also contend that the proposed cross-over traffic limitations do not impact
a shipper’s ability to group traffic because the shipper is free to build the facihues 1o carry the

non-issue traflic from origin to destination Such additional construction is not an entry barrier

%2 See Coal Rate Gdelmes, p. 529
 See Coal Rare Guidehnes, p 544
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according to the Railroads because the incumbent carrier has incurred this end-t0-end cost itself.
This argument is icorrect because the incumbent carricr does not have o ncur the cost 1f it so
chooses. Rather it can have other railroads perform the onigin/destination delivery function as has
been the raulroad industry practice in the recent past.

Over the last 20 years, the Class | railroads have reduced the size of their networks by
abandoning, lcasing or selling lines 1o non-Class 1 carricrs, while simultancously carrying more
and more traffic As cxplaincd by the AAR in i1s 2011 Railroad Facts:

“Class 1 milcage has been declining for many ycars,
although the consolidation of regional railroads inlo
Class | railroads caused increases in 2002 and 2010.
While some linc segments have been abandoncd,
many lormer Class | miles have been sold or leased
to non-Class 1 railroads, including industrial and
passenger railroads. Despite the decrcase in total
miles of road and track, second mamn track has
increased by over 1,000 miles over the decade, as
ratlroads have added capacity where it is nceded.” ®

Insicad ol ongmating/terminating cvery piece of iraffic that they carry, the Class 1
railroads have made themselves more productive by spinning-ofT low density lines to non-Class |
railroads, who then perform the origination/termiauon function. The Railroads then focus on
the high-density portions of the movement, where they can effectively capiure the cconomies of
density inhcrent in railroad operations by sclectively grouping traflic.  In other words, the
Railroads themselves rely on other carners to originaie and/or lerminatc movements they do not
wish to originate and/or terminate themsclves. Requiring a SARR to build from an origin to a
destination simply to allow it 10 nclude a movement 1 uis traflic group would create a barrier

not incurred by the cxisting Railroads, and thereby be plainly inconsisient with the underpinnings

of conlestable markets and SAC

® See Railrond Facis, 2011 Edition, p. 45.
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Mr Baranowski also makes the claim that the SAC tcst is premised on the 1dea that the
SARR serves as a full replacement for the incumbent on the traffic the SARR serves, and
therefore, cross-over traffic, which is a simplifying device, 15 not part of CMP. Mr. Baranowski’s
position 1s incorrect. We stated in our OVS that CMP. as developed by the ICC, rests on the
theory of contestable markets.® The implication of Mr Baranowski's allegation is that
contcstable market theory requires the new entrant to replace the incumbent, in foto, but this
position is not consistent with the theory of contestable markets. In a contestable market, the
incumbent can be restrained by the threat of cntry by a firm marketing a subset of the
incumbent’s products or services, and not necessarily all of the incumbent’s services  As
explained by Professors Baumol, Panzar and Willing:

“Thus, a marketing plan of a potential entrant

consists of a (sub)set of the relevant products S¢ N

which, including the costs of entry, can be marketed

by cntrant at prices no higher than those of the

incumbent. The cntramt can offer 10 sell any

quantitics of its product no greater than thc amounts

demanded at the prevailing prices constituted by the
. effecuve price vector, %
The implication of this proposition 1s that an incumbent’s rates can be restrained by the threat of
another company entering thc market providing only a subset of the services provided by the
incumbent. In other words, the entram, in this case a SARR, need not provide homogenous

scrvice s the incumbent 1o restrain the incumbent’s prices.®’ The SARR can provide a subsct of

such scrvice, and be perfectly in-line with contestable market theory In fact, not allowing the

% ‘The other defining characteristics of CMP s differentinl pricing, which is not an issuc in SARR trafTic selection

“ See Baumol, Panzar and Willing, p. 193 (emphasis in original) The term “N" is the relevant set of products being
offered and “$™ 1s any subset ol N.

¢7 See Baumol, William J , “Contestable Markets An Uprising n the Theory of Indusiry Structure,” The Amertcan
Economic Review, March 1982, pp. | -15, “[Contestable market] firms need not be small or numerous or
independent in their decision making or produce homogenous products ™
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poteniial cntrant 10 serve a subset of the incumbent’s market is inconsisient with contestable
markets, and by extension CMP and SAC

3. All But One Prior
SAC Case Utilized
Cross-Over Traffic

Mr. Baranowski implies that a shipper should have lutle difficulty developing a SARR
without cross-over traffic since shippers in prior SAC cascs have been able to do so % He cites
as support for lus implication the STB's dccisions in WTU, McCarty Farms and APS® as
cvidence shippers can construct SARR’s without utilizing cross-over traffic. [n actuality Mr.
Baranowski 1s incorrect on two of the three cases cited. A simple reading of the decisions shows
that both HWTU and McCarty employed cross-over traffic in their respective traffic groups. In the
third casc he cites, APS, he is correct that it did not usc cross-over trafTic, however that was a
unique situation that is not representative ol most SAC cascs

The SARR construction in WU ran from the PRB of Wyoming 1o WTU’s gencrating
station at Oklaunion, Texas, and had seven (7) interchanges along the route. ™ Three (3) of the
WTU SARR interchanges were with non-affiliated BN railroads: the Denver and Rio Grande
Wesiern Railroad at Pueblo, CO, The Southern Pacific Transportation Company at Fori Worth,
TX, and the UP at Northport, NE. FHowever, the WTU SARR interchanged with the then recently
merged BN and Atchison, Topeka and Santa Fe Railroad Company (“ATSF™) at four locations:

Pucblo, CO, Denver, CO, Amarillo, TX and Fort Worth, TX In deciding the casc. the STB was

“ Baranowski Reply VS, p. 14.

* Docket No 41191, West Texas Uninies Company v. Burlmgton Northern Reulroad Company, | STB 638
(WTU™), STB Dockel No 37809, McCarty Farms. Inc et al v Burlmgton Northern, Inc , 2 STB 460 (“McCarty
Farms™), and STB Docket No. 41185, Arizona Public Service Company and PacifiCorp v The Aichison, Topeka
and Santa Fe Rarhway Company, 2 STB 367 (“APS™)

™ Seec WTU.p 658
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well awarc that thesc movements involved cross-over traffic since it specifically noted what had
once had been interline movements were now single-line movements:

“As noted abovc, BN and the Santa Fc have now
merged, making single-line movements out of what
was  previously jont-line  BN-Samta  Fe
Movements.™!

In noting that what once had been joint line movements were now single linc movements.
N
the STB cffecuvely acknowledged that the SARR was interchanging trafTic with the residual

imncumbent This 1s by definition cross-over traffic. 1 the STB had not iniendced for this trafTic to
be handled as cross-over traffic, it would have requesied the parties to submit additional
cvidence regarding the costs 1o build to the movement’s final destinations The STB did not do

this, though, and insicad accepied that this cross-over traffic would be termunated by the merged

incurmnbent carrier

In McCarity Farms, the STB could not have been any clearer that cross-over traffic was
used n the case since it dircctly said so in its decision In discussing how to divide revenucs
between the SARR and the residual incumbent, the STB siated:

“The partics agree on the volume of traffic that
would have moved on the FRR from 1981 through
1993, and on the revenues during that period for
traffic that would have been local to the FRR or
interchanged with railroads other than BN.
However, the partics disagree over how 10 estimate
what the FRR's sharc would have been of the
revenues [rom crossover traffic moved over BN's
feeder tines and interchanged with the FRR under
the McCarty’s stranded-linc hypothesis.”

ok ok

“BN proposed scveral aliernative means of
distributing the revenues from the crossover traltic.

™ See TU, p. 658
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We find that the modified milcage proration method

is superior to a straight mileage proration, because it

takes into consideration differing handling coss.

Accordingly, we use BN's modified milcage

proration method for computing FRR’s share of

revenues from crossover traffic in 1981 through

1993.77
It is completely nonsensical to assert that the McCarry Farnm’s SARR did not use cross-over
traffic as part of the SAC presentation when the STB cited to the specific handling of cross-over
traffic.

The one instance in which Mr Baranowski and the Railroads were correct was the APS
case, which hypothesized a SARR 10 carry traffic [rom the McKinley Minc in New Mexico, to
two generaling stations, APS™ Cholla Generaung Stauion at Joseph City, AZ and Salt River
Project’s Coronado Generating Station, at Coronado, AZ B The SARR in the APS casc

construcied only 115.4 miles of rail, the shortest SARR presented in a SAC case.™ The very

shorl APS issuc movement 1s not representative of most high-volume coal movements.

™ See McCarty Furms, pp. 471-472.

™ See APS, p 381.

™ As a basis of comparison, the SARR presented in the recent WFA/Busin case, which many have ucknowledged is
an extremely short SARR, was nearly two and half umes as long as the APS SARR
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4. An Ability To
Develop Large SARRs
Does Not Eliminate The
Need For Cross-Over Traffic

The Railroads arguc that restricung cross-over traffic would not limit the ability of a
shipper 1o develop a SAC case because a single shipper, DuPont™, has developed a SAC
presentation with & SARR of over 8,000 miles in length. According to the Railroads’ logic,
because a single shipper has constructed a lengthy SARR, other shippers can likewise construct
large SARRs that would provide origin 1o destination service for all of the SARR’s traffic. and
removing the need for cross-over traffic.

Al lcast onc fatal flaw in the Railroads’ argument is that while the DuPont SARR 1s
relatively lengthy compared 10 other SARRs used in STB cases™, it is significantly smaller than
what it likely would have been if DuPont had not included cross-over traffic in developing its
SAC presentation

Bascd on publicly available information presented in DulPont’s Opeming evidence, the
DuPont SARR, the DRR, 1s expected to carry 6 2 million revenuc carloads and intermodal units
in 2010.” This refects approximately 91.6 percent of NS™ 6 8 million revenue carloads/units
carricd in 2010.”® While carrying ncarly all ol NS’s traffic ai somc point along the SARR, the
DRR only operates 8,091 81 route miles.” The miles operated by the DRR only reflect 36
percent of the NS* 20,183 route miles operated in 2010. In simple terms, the DRR carries nearly

all of NS' 2010 traffic, bul does it using only one-third of the route miles. This is because, like

™ Docket No NOR 42125, E. I. DuPont de Nemours & Company v Norfolk Southern Reilway Company
“DuPoni™).

DuPont mvolves a complaint alleging that rates on traffic moving between 138 origin/destination pairs 1s
unrcasonable. By conirast, most coal rate cises to date have involved challenges to rates npplicable to only one, or
only a few, origin/destination pairs
7 See Opening Evidence of E 1 DuPont de Nemours & Company (Public Ednion), p. 111-A-4
™ See NS 2011 SEC Form 10-K. p. K21.
® Sce Opening Evidence of E 1 DuPont de Nemours & Company (Public Edition), p 111-B-2
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shippers in all other SAC cases, DuPoni relies on cross-over tralfic to simphfy the SAC
presentation 1T DuPont could not use cross-over traffic in its SARR prescntation, it would need
to reproduce virtually all of the NS's nclwork. Assuming the DRR’s route miles grew in
proportion to the volumes carried would mean the DRR would need 10 increase its route miles to
over 18,000 miles Ao

The absurdity of the Railroads’ argument can also be seen by looking at the SARR
developed and used in the Xcel case. The STB stated 1n uts Xcel that the 396 mile SARR was
designed to carry traffic to just 37 shippers, and that if' the shipper was forced to build the SARR
to the delivery point of cach shipper, the SARR would be nearly 4,000 miles long.”' Such an
expanded SARR would be the third largest SARR every construcied, after DuPont's 8,092 miles
and AMcCarty's 4,469 milces, just for carrying traffic to a handful of shippers. In simple terms, the
shipper would need 1o develop one of the largest SARR's every conceived to challenge a raie on
a movement that is less than 400 miles in length. Just because a SARR of such length could

conceivably be constructed does not mean it would be sound regulatory policy to do so.

-

¥ 20,183 total NS operating miles x 91.6 percent of NS's traffic carried
¥ See Xcel, p. 601.
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IV.CONCLUSIONS

The Railroads’ Reply Comments make a great deal of noisc about the “faimess” of
revenue allocations on cross-over traflic , and the “biascs™ cross-over traffic introduces 10 SAC
presentations. In their view, the only [air revenue allocation approach provides off-SARR, low
density line segments more revenues and the only unbiased use of cross-over trafTic 1s its
complete elimination from use 1in SAC cases. The Railroads’ claims must be summarily rejected

In contrast, we have presented alicrnative revenue division allocation methodologies that
not only meel the principles outlined by the STB, but also climnate the biases inherent in the
railroad’s recommended revenue allocation approaches. The STB has indicated that any revenue
allocation approach should address itwo competing principles.  First, the revenue allocation
approach should not create the umplausible result of driving revenues below a movement’s
varinble cost of service. Second, the revenue allocation approach should ke into consideration
the rolc of cconomices of density inherent 1o the railroad industry. Original ATC fails the first of
these principlcs. and therefore should not be used under any circumstances.

The revenue allocation upproaches we presented in this proceeding, including Modified
ATC, Corrected Modified ATC, Three-Step ATC, definitively mect these two principles as they
ensure cach scgment’s revenues cover a movement’s variable costs before making contributions
to fixed costs and profits, whilc also incorporating the retums on density inherent in the railroad
indusiry The strmight variable cost allocation approach also meets these principles il the STB’s
own consultants are correct and the Railroads have cxhausied the economics of density inherent
in their networks  Moreover, unlike the Altemative ATC approach suggested by the STB and
cndorsed by the Railroads, the approaches we reviewed do not insert biases against high-density

segments and/or high revenue movements,
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We have also demonstrated that the Railroads’ Reply comments exaggerated what they
ciaim arc failings of the Corrected Modilied ATC approach and the Three-Siep ATC upproach.
The Railroads’ claimed that the Corrected Modified ATC approach over-allocated revenues to
the high-density segments on a railroad by allocating fixed costs on a per track-mile basis rather
than a routc-mile basis FHowever, as we discussed above, the Railroads’ arguments were cither
counter to basic cconomics (¢ g., the railroads incur higher fixed costs on multi-track lines than
on single-track lines when there 1s no output), or their arguments actually supported our position
that fixed costs change with changes in track miles. In addiion, contrary to the Railroads’
claims regarding an inability 1o calculate movement specific profits and allocate these profits as
part of a Three-Step ATC, we showed that the Railroads themselves calculate profits on
movements or groups of movements, and that one cannot assign an ATC to a movement and not
also calculate a profit for that movemen where revenues exceed ATC.

The Railroads were not content to only argue for the usc of discredited and biased
rcvenue allocation approaches, but also claimed that restricting cross-over traflic in SAC
presentations was not inconsistent with CMP and the theory of contestable markets and that the
Board’s proposed restrictions correctly addressed an alleged disconnect between SARR cosis
and revenue allocations. Neither position is correet  Contestable market theory holds that
barriers 1o entry can manifest as cither costs or as limitations on access to production techniques.
This position 1s nol only held by cconomists, but also held by the ICC when developing the SAC
lest. Restricting the usc of cross-over traffic wouldl limit the ability of stand-alone entrants to
group traffic in the same manner as the Railroads, and thereby deprive the SARR access to the

same production tcchniques used by the incumbent railroads
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Addiuonally, the proposal to restrict the use of cross-over traffic is really placing the cart
before the horse since we demonstrated that the alleged disconnect between a SARR's revenue
allocation and costs 1s at best de nunimus, and most likely not even present If the STB ultimately
believes there is a disconnect, the answer 1s not to make wholesale restrictions to cross-over
traffic, but to instcad make minor adjustments to the URCS Phase [I1 variable costs 10 address
the percerved disconnects.

Finally, the idea held by the Railroads that a shipper can make a SAC presentation under
the current SAC procedures without using cross-over traffic 1s musplaced. Contrary to the
Railroads’ assertions, all modern SAC cascs decided by the STB, but for one, have usced cross-
over traffic. The onc instance where the shipper did not usc cross-over traffic, A4S, occurred in
a casc over 15 years ago, and rclated 10 an issue movement that was very short compared 1o mosi

SAC cascs
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